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RECONSIDERATION OF THE CAPITAL GAINS TAX 


HAROLD M. SOMERS * 


OME years ago the author attempted 
to evaluate the capital gains tax in 
economic terms. Two questions were 
asked: (1) Does the tax accentuate 
fluctuations in asset prices and promote 
economic instability? (2) Does the tax 
discourage venture capital and retard 
economic growth? The verdict on the 
first question was substantially un- 
favorable and on the second moderately 
unfavorable to the tax. 

Since then Heller? and Gemmill * 
have published criticisms of the basic 
analysis. On the other hand, Cloe * and 

* The author is visiting professor of economics, 
University of California, Los Angeles, on leave as 


Dean of the School of Business Administration, Uni- 
versity of Buffalo. 


1 Harold M. Somers, “\An Economic Analysis of 
the Capital Gains Tax,” National Tax Journal, Sep- 
tember 1948, pp. 226-232; reprinted as Chapter 12 
of the author’s Public Finance and National Income, 
(Philadelphia: The Blakiston Compaiiy, 1949). 


2 Walter W. Heller, ‘Investors’ Decisions, Equity 
and Capital Gains Tax,” Federal Tax Policy for Eco- 
nomic Growth and Stability, 84th Congress, 1st Ses- 
sion, Joint Committee on the Economic Report, 
Papers Submitted, November 9, 1955, (Washington: 
Government Printing Office, 1956), pp. 381-394. 


3 Robert F. Gemmill, ‘ The Effect of the Capital 
Gains Tax on Asset Prices,” National Tax Journal, 
December 1956, pp. 289-301. See also a “ Note” on 
Gemmill’s article by Charles C. Holt in National 
Tax Journal, June 1957, pp. 186-187. 


Steger ° have adopted and extended the 
technique used. A review of the criti- 
cisms and a re-examination of the origi- 
nal study seems appropriate and timely. 


BASIC DEMAND AND SUPPLY ANALYSIS ® 


We may summarize the basic demand 
and supply analysis briefly. Assume 
that, in the absence of a tax on capital 
gains (both short-term and long-term), 
there will be a certain demand and sup- 
ply of a given security or piece of prop- 
erty. The demand curve is assumed to 
be downward sloping to the right and 
the supply curve upward sloping to the 
right, with price of the capital asset on 
the vertical axis and amount of the 
capital asset on the horizontal axis. The 
demand and supply will interact to pro- 
duce a certain price level of capital as- 

4 Carl W. Cloe, “Capital Gains and the Changing 


Price Level,” National Tax Journal, September 1952, 
pp. 207-217. 


5 Wilbur A. Steger, “Economic Consequences of 
Substantial Changes in the Method of Taxing Capital 
Gains and Losses,” Tax Revision Compendium, Com- 
pendium of Papers on Broadening the Tax Base, Sub- 
mitted to the Committee on Ways and Means, 
(Washington: Government Printing Office, 1959), 
v. 2, pp. 1261-1285, esp. pp. 1276-1279. 


6 The reader is referred to the author’s article in 
the September 1948 issue of the National Tax 
Journal, cited above, for the appropriate diagrams. 
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sets and a certain amount of assets 


traded. 


Where Capital Gains Predominate 


What effect will the imposition of a 
capital gains tax have on this result? If 
all sellers were selling at a profit subject 
to the capital gains tax, the supply curve 
would shift to the left. The vertical 
distance between the new and the old 
supply curves would represent the 
amount of capital gains tax that would 
have to be paid if the security or prop- 
erty were sold at the price indicated on 
the new supply curve. 

Not all sellers are selling at a profit, 
however. Some may be selling at a loss, 
and some may be selling at their original 
purchase price. In case of a loss there 
may be a tax saving involved to the ex- 
tent that the loss is deductible. For 
those whose sales are at original purchase 
price and thus are not subject to the 
capital gains tax (and do not result in 
any tax saving), the supply curve will 
not shift at all from the original posi- 
tion. Since the sellers are made up of 
all sorts, any shift of the supply curve 
will in practice depend on the volume of 
prospective sales involving tax liability, 
tax savings, and no tax effect. This de- 
pends, of course, on the previous history 
of each capital asset sold. The distance 
between the new and old supply curves 
represents not the capital gains tax to 
be paid by the profit-takers, but a 
weighted average of the tax paid by all 
sellers, including those who pay no tax 
at all and those who pay a negative tax 
through tax savings in case of a loss. 

The effect of the tax on the demand 
curve is more difficult to analyze. The 
prospect of having to pay a tax on a 
gain will probably dampen the demand 
somewhat. The prospective tax taken 
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into account in this case will depend on 
the prospective capital gain. But there 
is no single prospective capital gain— 
rather a broad optimism among buyers 
that prices will rise. Nor is the prospect 
of a capital gain the sole factor in de- 
mand: the prospect of dividend, interest, 
or rental income is sometimes more im- 
portant. Thus the imposition of a capi- 
tal gains tax will reduce the demand to 
a limited extent. The demand curve 
will shift to the left. The distance be- 
tween the old and new demand curves is 
some sort of weighted average (weighted 
by both amounts and probabilities) and 
will, of course, depend on the intentions 
of the buyers. 

As a result of the decline in both de- 
mand and supply, the amount of securi- 
ties or property sold must decline. But 
whether the asset price rises or falls will 
depend on the relative shifts of the two 
curves. The tax liability of sellers is 
something real, definite, and calculable 
by the sellers at each possible price at 
any time. The expected future tax 
liability of the buyers is, however, some- 
thing very vague and indefinite and, in 
any case, is associated only with one of 
several possible contingencies, namely 
profit-taking. It is likely, therefore, 
that the shift in the supply curve is 
greater than the shift in the demand 
curve. In that case the price would 
rise as a result of the tax. To the ex- 
tent of the price rise the capital gains 
tax is shifted from sellers to buyers. 
The rest of the tax is absorbed by the 
sellers. 


Where Capital Losses Predominate 


The fact that capital losses may be 
offset against gains and income, to a 
certain limited extent, will have the op- 
posite effect on the supply curve to that 
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just depicted. The fact that a capital 
asset is sold at a loss may mean tax sav- 
ings. This would tend to move the 
supply curve to the right and would 
offset to some extent the shift to the 
left caused by the profit-takers. In a 
period of rising asset prices, it may be 
assumed that profit-takers predominate 
after a point and in a period of falling 
asset prices that loss-takers predominate 
after a point. There is no certainty 
about this, however, since the previous 
history of prices and individual hold- 
ings would have to be studied before 
any conclusion could be reached on this 
point. The situation described previ- 
ously may be assumed to apply to a 
period when profit-takers predominate. 

The tax-saving effect on the demand 
curve is probably slight, if it exists at 
all. Since people seldom, if ever, buy 


with the expectation of a capital loss, the 
prospect of tax-saving must be very 


small, and its influence on the demand 
curve may be considered negligible.’ 
This is on the assumption of the pre- 


7 Nevertheless, the possibility of a loss, hence a 
loss offset, must be part of the total expectational 
picture of the rational investor. As Challis Hall 
points out in a related context, “... the [resulting] 
improvement in some outcomes from capital invest- 
ment will enhance the attractiveness of capital as an 
asset, and the demand for capital will increase.” 
Challis A. Hall, Jr., Fiscal Policy for Stable Growth, 
(New York: Holt, Rinehart and Winston, 1960), 
p. 172. Both Hall and Steger grant the possibility 
that the prospect of loss offsets will have no effect 
on demand for capital. Hall says, “. . . it is 
conceivable that investment prospects could be so 
attractive in certain circumstances that unfavorable 
outcomes are not anticipated.” (op. cit. p. 165). 
Steger says, “ . investors generally believe they 
will make gains upon investment and few give much 
thought to the opposite possibility.” (op. cit. p. 
1278). The survey conducted by Butters et al con- 
firms these impressions. See J. Keith Butters, 
Lawrence E. Thompson and Lynn L. Bollinger, Ef- 
fects of Taxation: Investment by Individuals, (Bos- 
ton: Harvard Business School, 1953), pp. 39-42, 
62-63. 
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vailing tax law under which there is 
only limited offset of net losses against 
income. 

The supply curve moves to the right 
as a result of the tax saving involved in 
loss taking. In other words, the seller 
is willing to sell a given amount of his 
capital asset at a lower price than he 
would otherwise, since he is selling at a 
loss and he will be able to deduct that 
loss in computing his tax (to a limited 
extent). If there is no offset and no 
prospect of it during a carry-over 
period, this effect will not be felt. Since 
there are many sellers, some of them 
taking profits, the resultant shift in the 
supply curve is based on some sort of 
weighted average. The vertical distance 
between the old and new supply curves 
at any price on the new curve indicates 
the average net amount of tax saving 
resulting from the loss-taking and 
profit-taking under conditions where 
loss-taking predominates. 

The shift of the demand curve to the 
left is assumed to be the same as in the 
previous case. The fact that, generally, 
losses are being taken does not neces- 
sarily increase the expectation of loss 
and, in fact, may have the opposite ef- 
fect. In any case, the net expectation 
is probably still one of profit. 

The price is certain to fall as a result 
of the shift of the supply curve to the 
right and the demand curve to the left. 
The extent of the fall in price and the 
exact amount of capital assets sold at the 
new price is, however, dependent on 
the relative magnitudes of the two 
shifts. If it is assumed that the supply 
curve shifts to the right more than the 
demand curve shifts to the left, the 
amount of the capital assets sold would 
increase. Far from there being any tax 
shifting through a price rise as a result 
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of the imposition of a capital gains tax 
(with loss offset provisions), there is a 
price fall in a period when loss-taking 
predominates. The seller receives some 
compensation from the government in 
the form of a tax saving through a loss 
offset. This compensation is measured 
(on the average) by the vertical dis- 
tance between the old and new supply 
curves. The compensation will be more 
than the tax-induced price decline if the 
new equilibrium point is to the right of 
the old and less if it is to the left. This 
compensation benefits the present seller 
but does not otherwise modify the un- 
favorable effect of the accentuated price 
decline. 


Predominant Profit-and-Loss-T aking 
as Variables 


There is a further refinement that 
may be made in the above analysis. Sit- 
uations of predominant profit-taking 
and predominant loss-taking have been 
considered above. ‘These were assumed 
to result in a shift of the entire supply 
curve. At a high enough price, profit- 
taking may be assumed to predominate, 
and at a low enough price loss-taking 
may be assumed to predominate. The 
imposition of a capital gains tax will re- 
sult in a swiveling of the supply curve. 
At the higher prices the new supply 
curve is higher than the old, indicating 
that sellers will want a still higher price 
to take care of the capital gains tax. At 
the lower prices the new supply curve 
is lower than the old, indicating that 
sellers will be willing to accept a still 
lower price, because of the tax savings 
they will have on account of their losses. 
At some neutral point, profit-takers 
exactly counterbalance loss-takers. If 
prices have been rising for some time 
there will be many profit-takers and the 
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neutral point will be reached sooner, 
that is, it will move to the left. If 
prices have been falling for some time 
there will be many loss-takers and the 
neutral point will move farther to the 
right. Whether the final effect will be a 
price rise or fall will depend on the loca- 
tion of the neutral point and the extent 
of the divergence between the old and 
new supply curves on both sides of the 
new point, in relation to the extent of 
the shift from the old to the new de- 
mand curves.® 


Distinction Between Short-Term and 
Long-Term Capital Gains 


The present distinction in the Ameri- 
can tax structure between long-term 
and short-term capital gains does not 
affect the above results qualitatively; it 
does, however, affect it quantitatively in 
specific cases. Since short-term gains 
are taxable as ordinary income while 
long-term gains are subject to lower 
rates if properly handled, the over-all 
impact on the supply curve will depend 
partly on the (weighted) number of 
short-term and long-term profit-takers 
as well as loss-takers. On the demand 
side, this distinction adds an additional 
element of vagueness since the buyer can 
hardly know whether he will be a short- 
term or long-term profit-taker—if he is 
a profit-taker at all. 


Net Effect on Fluctuations in Price 


The general conclusion to be derived 
from the tax shifting analysis presented 
above is that the capital gains tax aggra- 
vates price rises and price falls. When 
prices are rising and profit-taking pre- 
dominates, the tax tends to encourage 
even higher prices than would otherwise 

8 Steger has set this up in more general form 


than in the original article. See Steger, op. cit., 
p. 1277. 
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exist. When prices are falling and loss- 
taking predominates, the tax tends to 
encourage even lower prices than would 
otherwise exist. 


CRITIQUE OF THE BASIC SUPPLY- 
AND-DEMAND ANALYSIS 


The basic supply-and-demand analy- 
sis has been attacked on several grounds.° 
These are concerned with: (1) treat- 
ment of the tax as a price factor in in- 
vestment decisions; (2) the tax as an 
element in expectations; (3) interrela- 
tion of demand and supply; (4) effect 
of the tax in a moderate downswing; 
and (5) capital effect of the tax. 


Treatment of the Tax as a Price Factor 


The underlying assumption of the 
basic supply-and-demand analysis is that 
tax considerations play a part in invest- 
ment decisions. Tax considerations 
should not, however, be allowed to con- 
trol investment decisions.*° Tax con- 
siderations can be exaggerated—and 
they can also be belittled. Heller says, 
“Rational behavior for profit-seckers is 
to buy at the bottom and sell at the top, 
that is, to follow their investment judg- 
ment without reference to the tax (ex- 
cept, of course, for inter-year tax differ- 
entials).” 1 Heller also quotes approv- 
ingly the following statement by J. A. 
Livingston: 


Taxes are beside the point. The so- 
phisticated investor doesn’t allow the tax 


9Steger, on the other hand, has said, “A supply 
and demand analysis of capital assets is the best 
method of studying the effects of more severe capital 
gains taxation on the level and extent of fluctuations 
in the prices of capital assets.” Steger, op. cit., p. 
1276. 


10 See Harold M. Somers, “The Capital Gains Tax: 
Some Misunderstandings,” Commercial and Financial 
Chronicle, December 10, 1959. 


11 Heller, op. cit., p. 386n. 
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collector to make his market decision. 
. . . If you no longer like a company or 
an industry, if you think the stock is 
overpriced, then you ought to get out, 
taxes or no. You might want to sell part 
of the stock in the fall and part in Jan- 
uary, to spread your capital gain over two 
years—so as to reduce the amount of tax. 
If you held a stock for five months, you 
might want to hold it another month to 
take advantage of the 6-month long-term 
holding period. But that’s about as far 
as tax considerations ought to go.!” 


Despite the eminence of the authority 
quoted, the statement, “Taxes are be- 
side the point.”, must be rejected. For 
the seller, the tax is a definite known 
amount and can be computed as so many 
points in the price. Is price “ beside the 
point ”? 

The crucial assumption of the original 
analysis is the upward-sloping supply 
curve of assets in relation to price. This 
assumption does not imply a denial of 
the importance of expectations or any- 
thing else in decisions to sell. It does 
imply that with a given state of expecta- 
tions (and everything else that is rele- 
vant) a higher price will induce a larger 
quantity of assets onto the market than 
a lower price. Once we grant the posi- 
tive price-elasticity of supply, the rest 
of the analysis follows. The capital gains 
tax is like a price reduction to the sup- 
plier. Hence, if the supply is positively 
price-elastic it is also negatively tax- 
elastic. The assumption of positive 
price-elasticity of supply may, of course, 
be questioned. Are we prepared to 
argue that sellers are indifferent to price? 
Or that they will sell more at a lower 
price than a higher price in any given 
set of conditions? If not, we are left 
with the upward sloping supply curve 


12 The Washington Post and Times Herald, Octo- 
ber 12, 1954. 
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in terms of price and the consequent 
negatively tax-elastic supply. 

The amount of taxes to be paid on a 
sale is one of the factors to be considered 
in making a sale. An investment de- 
cision is seldom all black or all white. 
If it were, investment in securities would 
be one of the easiest activities there is, 
whereas actually it is one of the most 
difficult. The net price after taxes must 
be a factor in any decision to sell; and 
the prospective net price after taxes 
must also be a factor, although more 
vague and less definite, in any decision 
to buy. On the other hand, the invest- 
ment factors might be so overwhelming 
that it would not even be wise to follow 
Livingston’s advice and split the gain or 
wait an extra month. Where the de- 
cision is not so clear-cut and the net 
price is a factor to be taken into con- 
sideration, tax aspects cannot be ignored 
in any rational decision-making. 

Despite his urging that decisions be 
made “ without reference to the tax,” 
Heller concedes that the tax does have 
some effect on buying and selling de- 
cisions: 


After screening out the investors and 
market situations that are more or less 
immune to the long-term-gains tax, how 
much scope is left for its lock-in effect? 
Far less, certainly, than our worst fears 
(ably translated by the officials of the 
New-York Stock Exchange) would sug- 
gest. But can we dismiss it as insignifi- 
cant? In the absence of more adequate 
and decisive facts, the answer is “‘ no,” 
for three main reasons: (1) After all the 
screening, there remain rational investors 
at or near the margin of selling whose de- 
cisions are affected by the tax, i.e., whose 
reservation price is higher than it would 
be without the tax; (2) in the face of un- 
certainty, many investors will not trade 
the likelihood of a more-than-compen- 
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sating improvement in yield or capital 
appreciation on a new security (or drop 
in price of the old) for the certainty of 
an immediate diminution of capital via 
the gains tax; and (3) in the light of 
frequent investor inertia and irrationality, 
the tax may exert a psychological effect 
not limited to its actual cost (though it 
does not follow that the capital-gains tax 
is actually guilty in many cases where it 
is made the scapegoat for failure to sell 
at the most advantageous point). One 
should add that, however limited the net 
impact of the lock-in effect may be, 2 
years of stock market boom have given 
it a greater volume of unrealized gains to 
work on than ever before.!* 


Heller here grants that there may be 
some “locked-in ” ™ effect. The inves- 
tor who fails to sell a stock because of 
the capital gains tax is “locked-in.” 
His money is tied up in a particular 
stock, even though he is inclined to sell 
out and possibly buy another stock. 
Removal of the tax would unlock the 
door and a reduction of the tax might 
help push the door open. The investor 
who is “ locked-in ” may lose some good 
opportunities and may be depriving the 
economy of funds for the development 
of new enterprises, and in any case may 
be hindering the optimum reallocation 
of resources. The “lock-in” is at the 
basis of the shift in supply used in the 
supply-and-demand analysis. 

There are both temporary and sus- 
tained lock-in effects. The existence of 


13 Heller, op. cit., p. 386, (Italics in mimeographed 
release). 


14 See Jonathan A. Brown, “ The Locked-in Prob- 
lem,” in Federal Tax Policy for Economic Growth 
and Stability, pp. 377-379. 84th Congress, 1st Ses- 
sion, Papers Submitted by Panelists Appearing Be- 
fore the Subcommittee on Tax Policy, Joint Com- 
mittee on the Economic Report, November 9, 1955, 
(Washington: Government Printing Office, 1956), 
pp. 367-381. 
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a temporary lock-in effect because of 
the differential rate appeals to reason: 
the lower rate of taxation applying to 
gains taken after six months offers a 
temptation to defer the taking of such 
gains. Statistical evidence seems to con- 
firm this presumption. Seltzer has 
found that sales were deferred until the 
lower rates applied—as suggested by in- 
come tax statistics dealing with changes 
in the length of the holding period in 
the thirties.1° Butters and his associates 
also reached similar conclusions based on 
a study of the investment behavior of 
746 individuals.** The latter study 
found that roughly 21 per cent of the 
group and 41 per cent of those with in- 
comes over $100,000 reported that they 
tended to defer realization of capital 
gains until the six months holding 
period had elapsed. Heller cites these 
results and accepts them as evidence of 
the deferment effect of the holding 
period.*7 Colm and Lehmann have also 
suggested that one of the effects of the 
holding period was to delay sales. They 
have argued that the special treatment 
accorded long-term gains in 1936 and 
1937 had two effects which acted in 
opposite directions: (1) it encouraged 
sales which would not have been made 
at the higher short-term tax rates; and 
(2) it encouraged a delay in sales.’ 


15 Lawrence H. Seltzer, The Nature and Tax Treat- 
ment of Capital Gains and Losses, (New York: Na- 
tional Bureau of Economic Research, Inc., 1951), pp. 
167-172. 


16 J. Keith Butters, Lawrence E. Thompson, and 
Lynn L. Bollinger, Effects of Taxation: Investments 
by Individuals, (Boston: Graduate School of Business 
Administration, Harvard University, 1953), pp. 339- 
348. 


17 Heller, op. cit., p. 382. 
18 Gerhard Colm and Fritz Lehmann, Economic 
Consequences of Recent American Tax Policy, (New 


York: New York School for Social Research, 1938), 
Supplement I, pp. 67-68. The detailed treatment has 
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Any encouragement of sales resulting 
from the differential treatment was pos- 
sible, however, only insofar as the full 
tax itself discouraged the sale. Hence, 
the net effect of this aspect of the tax 
could not have been wider fluctuations 
than would have occurred in the absence 
of the tax as a whole. If short-term 
holdings predominate under conditions 
of profit-taking, the shift of the supply 
curve to the left would be greater than 
if long-term holdings predominated. 
Some shift takes place nevertheless. 
Whenever profit-taking predominates, 
sales will be less at high tax rates than 
at low rates. The high short-term rates 
may, therefore, prevent some sales which 
would occur if the low long-term rates 
prevailed. It is in this sense that the 
differential treatment of short-term and 
long-term gains may temporarily aggra- 
vate the “lock-in” effect and con- 
tribute to the shift in the supply curve. 

A sustained “lock-in” effect stems 
from the existence of any tax at all on 
capital gains, both short-term and long- 
term (albeit lower on long-term than on 
short-term). The important thing is 
that no tax at all is due or even accrued 
(for tax accounting purposes) as long 
as the gain is unrealized; and if the gain 
remains unrealized at time of death or 
at time of charitable gift, it is forever 
free of capital gains tax even if realiza- 
tion occurs subsequent to the transfer. 


The Tax as an Element in Expectations 


Gemmill has presented a sophisticated 
critique of the supply-and-demand 
analysis in terms of expectations and 





changed since then, but the principle remains un- 
changed. At that time there was an “aging” provision 
whereby a capital gain was considered taxable ac- 
cording to various percentages, ranging from 100 per 
cent down to 30 per cent, depending on the length 
of time the asset was held. 
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reservation demand.’® His conclusion 
on the main issue is qualitatively con- 
sistent with that reached in the basic 
analysis: ‘“‘ The capital gains tax does 
tend to increase fluctuations in the gen- 
eral level of asset prices, as has often 
been charged.” *° He finds that the shift 
in supply when profit-taking predomin- 
ates (rise in reservation demand, in his 
terms) may be less than the tax for 
those motivated mainly by capital gains 
and may be more than the tax for those 
motivated mainly by income. On 
balance, he feels that the shift will be 
less than the tax. 

It is important to note that Gemmill 
assumes “that the investor is not able 
to reduce or eliminate his tax payment 
on capital gains by holding an asset until 
death.” **. He concedes that the exist- 
ing situation “may well account for 
many types of investor behavior which 
are often attributed to the present 
tax.” *? This is a most significant con- 
cession. The possibility of avoiding the 
tax forever strengthens the argument 
for treating the tax as a reduction in 
price which may be incurred or not at 
the will of the investor. Much of Gem- 
mill’s analysis depends on the unrealistic 
assumption that a tax that is not paid 
today will have to be paid tomorrow, 
hence today’s tax cannot have the direct, 
numerical effect suggested in the original 
supply-and-demand analysis. 

Gemmill also assumes that “ capital 
gains are taxed at a single uniform rate, 


19 Robert F. Gemmill, “ The Effect of the Capital 
Gains Tax on Asset Prices,” National Tax Journal, 
December 1956, pp. 289-301. 


20 Ibid., p. 299. 
21 Gemmill, op. ci#., p. 289. 
22 Ibid. 
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rather than at one that varies according 
to the length of time the asset has been 
held.” ** This unrealistic assumption 
also helps explain some of the divergence 
that exists between his results and those 
of the original article. The holding 
period is one reason for the “ lock-in ” 
effect at any time. 

Thus the existing capital gains tax 
provides two reasons for withholding 
the supply of securities that show a gain: 
the possibility of avoiding the tax for- 
ever by holding the asset until death; 
and the possibility of reducing the tax 
by holding for more than six months. 
Gemmill assumes both away. 

For the rest, Gemmill’s argument goes 
to the quantitative importance of the 
accentuation of price increases when 
profit-taking predominates. Even if we 
grant the full validity of his argument 
and ignore the unreal assumptions men- 
tioned above, we are left with some de- 
gree of accentuation of price increases. 
It must also be remembered that the 
somewhat offsetting shift in demand was 
based on the assumption that the po- 
tential tax played some part even in the 
thinking of buyers. To the extent that 
the significance of the tax is reduced to 
the seller, it is also reduced a fortiori ** 
to the buyer, hence the offsetting shift 
in demand is lessened. Thus the dampen- 
ing effect on price increases of the con- 
siderations advanced by Gemmill is not 
so great as might at first appear. In any 
case, the direction of change is as in- 
dicated in the basic supply-and-demand 
analysis. 

23 Gemmill, op. cit., p. 289. 


24°A fortiori” because, under the original assump- 
tions, if the tax is significant to the seller it is less 
so to the buyer; and if it is trivial to the seller it is 
even more trivial to the buyer. 
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Interrelation of Demand and Supply 


A question that is frequently raised is 
whether even the most elementary de- 
mand and supply analysis—such as that 
used in the original article—may be em- 
ployed for the stock market, in view of 
the fact that the same people are, by 
and large, on both the demand side and 
the supply side of the market as a whole 
at any time. This point is inherent in 
much of the criticism made in published 
writings.” 

The fact that the same people are on 
both sides of the market at the same 
time does not nullify demand and sup- 
ply analysis. In many fields the same 
people are potentially buyers or sellers 
“for a price.” The fact that prices 
move is evidence of the fact that there 
is a preponderance on the demand or the 
supply side at the old price at a particu- 
lar time. 

Insofar as an individual is a demander, 
he appears on the demand side and inso- 
far as he is a supplier, he appears on the 
supply side. We are always concerned, 
of course, with possible interrelations be- 
tween a demand curve and a supply 
curve which make it impossible to draw 
both curves and work with them. The 
fact that the same individual, however, 
is on both sides of the market does not 
aggravate that problem. In fact the 
concept of “reservation demand” is 
recognition of the fact that the same 
person is both demander and supplier; 
and this concept has not prevented price 
analysis from using the traditional de- 
mand and supply concepts. 

By virtue of the process of short trad- 
ing, every person with money is potenti- 
ally both a demander and supplier of a 
security at any time. In fact, however, 


25 And by several correspondents and graduate stu- 
dents, to whom the author is indebted. 
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many persons do not consider short trad- 
ing within their scope, hence that ele- 
ment of the supply characteristic does 
not always exist. Even taking the ex- 
treme case, iiowever, where a person is 
potentially as much a buyer as a seller 
of any and all securities at any time, 
that simply means that he forms part of 
the total demand curve and also part of 
the total supply curve. If it should hap- 
pen that he is exactly as much a de- 
mander as he is a supplier at each and 
every price on the average for the mar- 
ket as a whole, his influence on the total 
market is nil. In the general case, how- 
ever, his demand influence would not be 
the same as his supply influence, thus he 
would have a net effect on the market 
as a whole at a particular time. 

There is also the situation in which a 
person is sequentially a supplier and de- 
mander. This is the case where the per- 
son has a security and wishes to sell it in 
order to buy another security. He does 
not, however, go on the demand market 
until he has disposed of his security. If 
we define our periods and draw our 
curves so as to limit the analysis, to be- 
gin with, to the time in which he is 
merely trying to dispose of the security, 
we can postpone a consideration of his 
potential impact on the demand side. 
Thus for this earlier part of his opera- 
tions, he has an influence on the supply 
side of securities and none on the de- 
mand side, therefore having a net 
depressive effect on price. After he has 
sold his security he has the reverse effect 
on the market. Combining both short 
periods into a single longer period, his 
net influence on the market may be nil. 
It may appear to be difficult to under- 
take even an elementary analysis of this 
phenomenon, because we can never be 
sure whether or when he will become a 
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demander, since his status as demander 
is contingent upon his successful per- 
formance as supplier. 

This problem might be handled by a 
three-dimensional analysis in which we 
have an entire set of demand curves 
rather than just one. Each curve would 
be drawn for a given actual price level 
established, say, the preceding day. To- 
day’s supply curve would be associated 
with one of the many demand curves, 
namely that one which will prevail to- 
day if yesterday’s price level is such- 
and-so. Today’s price level will be es- 
tablished by the interaction of the 
supply curve and relevant demand 
curve. This technical solution does not 
actually take care of the practical prob- 
lem of persons who are effectively on 
both the demand and supply sides to an 
equal extent in a given chronological 
period such as a week. We may grant 
for purposes of argument that their net 
effect would be nil. Since prices do 
fluctuate, however, there must be those 
who are suppliers but not demanders at 
a given price level, and vice versa. It is 
these who determine price fluctuations 
and the price consequences of the capital 
gains tax. 


Effect of the Tax in a Moderate 
Downswing 


The basic supply-and-demand analy- 
sis included a consideration of the situ- 
ation where prices are relatively low so 
that loss-taking predominates. Heller 
has analyzed the intermediate position 
where there is a downswing but prices 
are still relatively high, so that profit- 
taking still predominates on balance: 


To moderate or stop a market decline 
requires, above all, stoppage of the out- 
flow of funds into cash balances, bonds, 
other forms of savings, and consumption. 
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Therefore, in a market which, though 
falling, still represents substantial or even 
huge unrealized gains, the lock-in effect 
may well come into its own. On one 
hand, to the extent that the investor’s 
choice changes from a_ stock-to-stock 
switch to a stock-to-bond or stock-to- 
cash switch—that is, when improved in- 
come or appreciation prospects are ruled 
out of the investment calculus—the 
lock-in effect may gather strength. On 
the other, to the extent that it impedes 
liquidation of stocks, it will exert a wel- 
come stabilizing influence. To be sure, 
as prices fall from their peaks, loss-taking 
becomes possible and, especially near the 
end of a year of zestful gains taking, at- 
tractive taxwise. This is the familiar 
accentuating effect of the capital gains 
tax structure in a downswing. But a cor- 
rect assessment of the influence of gain 
and loss provisions on market stability 
requires that we take full account not 
merely of whether the market is rising or 
falling, i.e., its direction, but whether it 
is high or low relative to its previous posi- 
tion, i.e., its level.?® 


It still remains true that when profit- 
taking predominates, the tax pushes or 
keeps prices up. Heller deals with the 
case where it may be desirable to keep 
prices up even though profit-taking pre- 
dominates, namely where there is a 
downswing at a high level. This is the 
situation where a “ correction ” is under 
way. The lock-in effect admittedly pre- 
vents or hampers the “ correction ” and 
tends to keep prices up. If the “ correc- 
tion ” is regarded as desirable from the 
point of view of stability, the lock-in 
effect has undesirable consequences; if 
the “ correction ” is considered to be un- 
desirable, then the lock-in effect has a 
salutary influence. The lock-in effect 
continues its dampening influence 


26 Heller, op. cit., p. 388. 
mimeographed version.) 


(Emphasis supplied in 
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throughout the “ correction ” or down- 
swing as long as profit-taking predomin- 
ates. But once the line is crossed where 
loss-taking begins to predominate, there 
is no longer any net lock-in effect and 
dumping or switching is encouraged by 
the loss offset provisions. 

It is probably reasonable to assume 
that moderate downswings that repre- 
sent “ corrections ” are desirable, as long 
as they remain moderate. They serve to 
prevent excesses and tend to promote 
over-all stability. That being the case, 
the lock-in effect is undesirable in that it 
discourages such “corrections.” True, 
if the downswing starts getting out of 
hand, the lock-in effect would be desira- 
ble as a support, if it still exists. But 
when does a downswing start getting out 
of hand? Is it when profit-taking still 
predominates, or when loss-taking starts 
taking hold, on balance? If the latter, 
there is no net lock-in effect, hence no 
lock-in effect to have a salutary in- 
fluence. 

In summary, the lock-in effect has a 
destabilizing effect at the peak, inhibits 
corrections (including desirable correc- 
tions) below the peak and disappears 
when it could be useful, namely when 
the downswing starts getting out of 
hand and loss-taking predominates. 


Capital Effect of the Tax 


Critics have also emphasized what 
Gemmill has called the “ capital ” effect 
as opposed to the “ price ” effect of the 
tax. The payment of the tax reduces 
the capital available for reinvestment, 
hence the tax has a stabilizing effect; 
contrariwise, the taking of a loss offset 
results in increased capital, hence the 
loss offset provision is also stabilizing. 
These effects are opposite to the desta- 
bilizing price effects which are disclosed 
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by the elementary supply-and-demand 
analysis. 

Gemmill grants that the capital-re- 
ducing effect of the tax may be de- 
stabilizing by reducing the capital avail- 
able to support the market when 
needed.*’ This applies to those who do 
not put their money back into the mar- 
ket while prices are high but wait until 
prices have fallen. Thus the tax reduces 
the support which is given to the mar- 
ket at a time when it could be useful. 
The capital effect of the tax when 
profit-taking predominates is, therefore, 
mixed: those who go right back into 
the market are prevented from accentu- 
ating price increases as much as they 
otherwise would; and those who hold off 
for lower prices are prevented from sup- 
porting declining prices as much as they 
otherwise would. Gemmill concludes, 
“In periods of rising prices the capital 
effect may or may not aid in achieving 
price stability (depending on investor’s 
intentions) . . .” Some investors will 
undoubtedly put their money back into 
the market and some will withdraw it 
until prices fall (both decisions being 
made apart from the tax itself). The 
relative importance of these two groups 
will determine whether, on balance, the 
“ capital effect ” of the tax increases or 
decreases the admittedly destabilizing 
** price effect ” of the tax. 

As for loss offsets, Gemmill feels that 
the increased capital resulting from the 
tax saving will tend to support the mar- 
ket and contribute to stability at a time 
when loss-taking predominates.** This 
is true, insofar as the loss-takers are in- 


27 Gemmill, op. cit., p. 298. (“Such a reduction 
in the support which the investor is able to provide 
to a falling market would contribute to price fluctua- 
tions.”’) 


28 Ibid., p. 298. 
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terested in going back into the market 
promptly. It is undoubtedly true that 
some of those who take losses for tax 
reasons appear on the demand side 
simultaneously with the sale (with an 
assist from their investment advisers). 
If all loss takers did so, the market 
would reverse itself and surge upward 
as soon as net losses appeared. This does 
not conform with experience. 

We are left with the following con- 
clusion: the loss offsets induce a greater 
supply hence a lower price but also pro- 
vide a means with which to bolster de- 
mand. If the bolstering of demand 
takes place at the same time and to the 
same degree as the pressure on supply 
there is no net effect on price. The fact 
that prices have been falling, however, 
suggests a net tendency to withdraw 
from the market for the time being. 
This in turn suggests that the bolstering 
of demand occurs, if it occurs at all, at 
some time later than that at which the 
funds are withdrawn from the market. 
In the meantime, the effect of the loss 
offsets is to accentuate the price decline. 


EFFECTS ON ECONOMIC GROWTH 


In attempting to determine the effects 
of the capital gains tax on economic 
growth we must make two, possibly 
obvious, assumptions: (1) that invest- 
ment, including risky investment, in the 
production of capital goods promotes 
economic growth; and (2) that freedom 
of private investment decisions in the 
private sector encourages optimum 
economic growth, i.e., the best allocation 
of capital goods. Since we are con- 
cerned with the purchase and sale of 
capital assets we are dealing with “ mar- 
ket opportunities” rather than “ pro- 
duction opportunities.” °° We must 


29 Following the distinction made by Hirshleifer. 
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therefore make the additional assump- 
tion: (3) that investors’ “ market ” in- 
terest in the securities of a certain firm 
or industry will encourage “ produc- 
tive ” investment accordingly (e.g., new 
issues for expansion of plant and equip- 
ment). In this way the gap is bridged 
between mere market activity and actual 
economic growth. 


Impact on Risky Investments and 
Speculation 


It has been contended that the capital 
gains tax as it existed in 1936 and 1937 
discouraged the making of risky invest- 
ments.*” It closed off some outlets for 
venture capital by reducing the net gain 
(i.e., gain after payment of the capital 
gains tax). Asa matter of cold fact the 
tax does, of course, reduce the net gain. 
The unfavorable impact on risky in- 
vestments is limited, however, by the 
fact that the maximum tax in the case 
of long-term gains is now effectively 25 
per cent where losses and gains are 
planned properly.** Moreover, the 
present possibility of tax saving through 
loss offsets against other gains fully or 
against income (up to $1,000 a year) 
over a six-year period (current year plus 
five additional years) reduces some of 
the discouraging effects of the tax on 
risky investments. 

Heller has argued, citing the Harvard 





See J. Hirshleifer, ‘On the Theory of Optimal In- 
vestment Decision,” in The Management of Corpo- 
rate Capital (Ezra Solomon ed., University of Chicago, 
1939), pp. 205-228, at p. 207. (Reprinted from 
Journal of Political Economy, August 1958.) 


30 Colm and Lehmann, op. cif., pp. 52-53. At 
that time losses were deductible against gains and 
$2,000 of net income, but there was no carryover. 


31 A particular gain may result in a tax greater 
than 25 per cent of the gain if losses have been 
realized the same year. See Harold M. Somers, “ The 
Capital Gains Tax: Some Misunderstandings,” Com- 
mercial and Financial Chronicle, December 10, 1959. 
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study in support,*” that the preferential 
treatment of capital gains, as compared 
with ordinary income, tends to favor the 
more speculative investments. He also 
argues that a removal of the tax com- 
pletely would lead to outright specula- 
tion: 


To remove all tax restraints on market 
transfers might convert many investors 
into speculators and traders. Market ac- 
tivity, in other words, is not an end in 
itself. To the extent that it represents a 
diversion into market gambling of energies 
and resources that would otherwise go 
into useful productive activity, it worsens 
rather than improves the allocation of 
human and material resources. Further, 
insofar as such activity exercises a de- 
stabilizing effect on the security markets 
and the economy, it increases economic 
uncertainty. Since uncertainty tends to 
discourage capital investment, the end 
product of removing or gutting the capi- 
tal-gains tax might be to interfere with 
rather than promote economic growth.*® 


The encouragement of “ speculative ” 


investment in the sense of “ risky ” in- 
vestment is not in itself undesirable. 
Riskiness bears no necessary relation to 
undesirability from an economic point 
of view. If anything, there is a predi- 
lection in favor of risky or “ venture ” 
capital to promote economic growth. 
The capital gains tax asks no questions 
as to whether the original investment 
was regarded as speculative or not. It 
looks only at the end result. The re- 
moval of the capital gains tax might 
invite more people into the securities 
market, but why such removal should 
encourage them to engage in trading 
32 J. Keith Butters, Lawrence E. Thompson, and 
Lynn L. Bollinger, Effects of Taxation: Investments 
by Individuals, (Boston: Graduate School of Business 
Administration, Harvard University, 1953), p. 42. 


33 Heller, op. cit., pp. 389-390. 
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activities rather than long-term invest- 
ment including risky investment is not 
clear. Even if purely trading activities 
were encouraged, the result would not 
be undesirable. Increased trading pro- 
vides a broader market, which in turn 
encourages the purchase of securities for 
any purpose, including long-term in- 
vestment. 

Colm and Lehmann have claimed that 
the tax discouraged short-term specula- 
tion, since long-term gains are effectively 
taxed at lower rates than short-term 
gains.** Indirect confirmation of this 
point of view exists. Under the tax law 
of 1948 the distinction between short- 
term and long-term capital gains was 
reduced, in effect, through a material 
reduction in the tax rates on incomes of 
married couples. The reductions applied 
to short-term capital gains as to all other 
income. It was felt that increased ac- 
tivity in the stock market resulted 
directly from these changes.*° 

Any tendency to discourage short- 
term and encourage long-term invest- 
ment does not lead to undesirable social 
consequences. There is much to be said 
for encouraging long-term investments 
by giving preferential treatment to 
long-term holdings. It is the availability 
of capital for long-term investment that 
is of major importance for economic 
growth. 


Impact on Investment Mobility 


The crucial question for economic 
growth is the extent to which the cap- 
ital gains tax interferes with the free 
operation of market forces. An investor 
may be inclined to shift his investment 


34 Colm and Lehmann, loc. cit. 


35 J. K. Lasser, ‘* New Tax Law and Speculation,” 
Commercial and Financial Chronicle, June 17, 1948, 
p. 8. 
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from one company to another for 
reasons of a sound economic nature, 
such as superior earnings prospects, 
which in turn might reflect a better allo- 
cation of economic resources. The neces- 
sity of paying a capital gains tax on the 
old investment, however, may deter him 
from the transfer. If that happens, the 
tax has interfered with the proper allo- 
cation of economic resources. The net 
result is that the price of the stock held 
from the market is unwarrantedly high 
and the price of the stock not purchased 
is unwarrantedly low. The term “ un- 
warranted ” is here used to indicate a 
price which is inconsistent with the 
actual economic attractiveness of the 
respective stocks, absent the tax. 

In view of the wide differences of 
opinion that exist regarding various 
stocks, it may well be that as many in- 
vestors would like to sell stock A and 
buy stock B as would like to sell stock 
B and buy stock A—both being pre- 
vented by the impending tax. In that 
case the two effects would offset each 
other and the net price-distortion effect 
would be nil. This implies, however, 
that there is an exact balance of opinion 
with respect to stocks A and B. In fact, 
such balances seldom exist and there is a 
preponderance of opinion for or against 
particular stocks with resulting price 
changes in those stocks. To the extent 
that that opinion is warranted by under- 
lying economic facts, the price distortion 
provoked by the tax prevents the proper 
allocation of economic resources. 

In rejecting an unfavorable impact of 
the capital gains tax on investment mo- 
bility, Heller states in part: 


It is worth recalling, first of all, that 
only irrational investors will let the capi- 
tal-gains tax lock them into a stagnant 
or declining company. Further, the capi- 


NATIONAL TAX JOURNAL 


[Vor. XIII 


tal appreciation possibilities provided by 
dynamic newcomers on the national scene 
will readily pull funds out of old invest- 
ments over the capital-gains threshold. 
But some interference with the free flow 
of investment funds will unquestionably 
occur, especially as long as the alternative 
of tax-free transfers at death or gift re- 
mains open.*® 


The concession made in the last sen- 
tence is of great importance. It is ques- 
tionable, moreover, whether only “ irra- 
tional ” investors will allow themselves 
to be influenced by the tax even in the 
instances mentioned at the beginning of 
the quoted paragraph. As pointed qut 
previously, very few investment situa- 
tions are absolutely black or absolutely 
white. Only in the most extreme cases 
will the tax aspect be so unimportant 
relatively as to be ignored. It is usually 
very difficult to make a decision whether 
and when to pull out of an old company 
and go into a new one. The price fac- 
tors, hence the tax, are unquestionably 
pertinent to the decision. 

The tax imposes a penalty on the 
switch from one investment to another, 
without discrimination as to the desira- 
bility or undesirability of the switch. It 
thus introduces an outside factor in in- 
vestment decisions. It may sometimes 
hamper an undesirable investment and 
may sometimes encourage it. The im- 
portant thing is that it affects the 
choice. 

If we assume that economically-wise 
investment decisions are purely a matter 
of chance, then of course we may be in- 
different to the imposition of this out- 
side restriction. If, however, we assume 
that investors in their wisdom will, on 
balance, make economically desirable 
switches from one industry to the other, 


36 Heller, op. cit., p. 389. 
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the erection of a tax barrier can only 
reduce, on balance, the proper alloca- 
tion of economic resources. A tempta- 
tion may exist to assume that stock mar- 
ket investors do not, on balance, reach 
decisions that are desirable from the 
point of view of the growth or stability 
of the economy. If we adopt this as a 
basic premise of our economic analysis, 
we are left with the conclusion that a 
free market is not desirable and that 
determination of investment decisions 
must be left to chance, to legislative de- 
cision or to administrative boards of 
experts. 


Significance for Economic Growth 


What is the significance of the price 
analysis and the investment analysis for 
economic growth? The price-distortion 
effect interferes with the optimum allo- 
cation of resources. The capital gains 
tax may discourage the purchase of new 
issues but, owing to the loss offset pro- 
visions, does not greatly discriminate 
against the riskier investments of a long- 
term nature. The demand-and-supply 
analysis suggests that the tax promotes 
cyclical instability. Cyclical instability 
and, especially, prolonged depressions 
may be very costly for the growth of 
the economy. To the extent that the 
tax tends to promote instability, it may 
retard the long-term growth of capital 
and thereby hamper progress. More- 
over, the unfavorable impact on alloca- 
tion of resources cannot be ignored. 

Technical aspects of the tax may also 
result in a modification of the timing of 
investment action. Buying and selling 
may be speeded up or delayed for tax 
reasons. Tax considerations thus inter- 
fere with the free flow of capital funds, 
and insofar as such flow is essential to 
the optimum allocation of resources, in- 
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terfere with the optimum growth of the 
economy. Perhaps the saving factor 
from an economic point of view is that 
some investors are ignorant of the tax 
advantages of speed-up or delay, hence 
they nullify the potentially unfavorable 
effects. In most cases, however, there is 
misunderstanding rather than ignorance. 
Hence tax-induced speed-ups and delays 
occur as a result of the tax and are to 
the disadvantage of the economy—with- 
out even being to the advantage of the 
taxpayer. 


PROPOSED CHANGES AND THEIR EFFECTS 


It has been indicated above that the 
existing provisions of the capital gains 
tax have certain undesirable effects. 
Specific proposals have been made for 
change, such as a reduction in the hold- 
ing period to three months, a reduction 
in the maximum tax rate to 12% per 
cent and provision of a tax-free “ roll- 
over,” i.e., deferment of the tax as long 
as the proceeds from the sale of a secur- 
ity are invested in other securities within 
a specified period. Another proposal is 
to have “the rate reduced on bona fide 
capital gains on property held over five 
or perhaps ten years.” *” 

It has also been suggested by several 
economists and lawyers that the exemp- 
tion from the capital gains tax at death 
be removed, either by taxation at that 
time or by retention of the decedent’s 
basis rather than using the stepped-up 
basis. There are so many economic and 
legal ramifications to this proposal that 
it will not be possible to undertake an 
evaluation of it in the present review. 


37 Dan Throop Smith, “A Program for Federal Tax 
Reform,” American Economic Review: Papers and 
Proceedings of the Seventy-second Annual Meeting of 
the American Economic Association, Washington, 
D.C., December 28-30, 1959, Vol. L, No. 2, May 
1960, pp. 470-486, at p. 480. 
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In a nutshell, the consequences would be 
much like those of the estate tax.*® 


Effects of Tax Reduction 


Heller has presented three points ques- 
tioning the desirability of a tax reduc- 
tion: 


First, in focusing on the incentives to 
enter or leave the market rather than the 
flow of funds within the market, it [the 
supply-demand argument] seems to lose 
sight of the “Say’s Law of the stock 
market ”: Especially in a rising market, 
supply largely creates its own demand in 
that most of the proceeds of security sales 
reenter the market as demand for other 
securities. This being so, will tax reduc- 
tion exert a bearish influence in a boom 
market? 4° 


Heller quotes approvingly George 
Shea of the Wall Street Journal ** who 


88 See Wilbur A. Steger, “The Taxation of Un- 
realized Capital Gains and Losses: A_ Statistical 
Study,” National Tax Journal, September 1957, pp. 
266-267; Robert Eisner in Income Tax Differentials, 
Tax Institute Symposium, 1957, pp. 166-168; Ran- 
dolph Paul, Taxation for Prosperity, (New York: 
Bobbs-Merrill Company, 1947), p. 376; and Tax- 
ation in The United States, (Boston: Little, Brown 
and Company, 1954), p. 683; Lawrence H. Seltzer, 
The Nature and Tax Treatment of Capital Gains and 
Losses, (New York: National Bureau of Economic 
Research, Inc., 1951), pp. 42-45; Roy Blough, The 
Federal Taxing Process, (New York: Prentice-Hall, 
Inc., 1952), p. 327; The Federal Revenue System: 
Facts and Problems 1959, (Washington: GPO, 1959), 
pp. 63-64; Joseph A. Pechman, “ What Would a 
Comprehensive Individual Income Tax Yield? ”, Essays 
in Federal Taxation, (New York: Committee for 
Economic Development, December 1959), pp. 29-30, 
(Reprinted from Tax Revision Compendium) ; Stanley 
S. Surrey, “* The Supreme Court and the Federal In- 
come Tax: Some Implications of the Recent De- 
cisions,” 35 Illinois Law Review 779 (1941) and 
“ Definitional Problems in Capital Gains Taxation,” 
Tax Revision Compendium, (1959), v. 2, p. 1231. 


89 See Harold M. Somers, “ Estate Taxes and Busi- 
ness Mergers,” Journal of Finance, May 1958, pp. 
201-210. 


40 Heller, op. cit., p. 387. 
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deals with the question as follows: 


The real question is what the presently 
unwilling sellers would put their money 
into if they sold. If they simply kept the 
cash, or bought goods or real estate, the 
effect might well be to put downward 
pressure on stock prices. But if they 
simply switched to other stocks, as most 
investors do when they sell an investment, 
the net effect on the stock market could 
be nil. 

Indeed, a suggestion of Mr. Funston’s 
[President of New York Stock Exchange] 
for easing the burden of the capital gains 
levy was self-defeating as far as any ef- 
fect on the price level would be con- 
cerned. He proposed that a switch from 
one stock to another be freed of the tax. 
Obviously, however, in such case the level 
of the market might not be affected at all. 


The content of the first paragraph of 
Shea’s comment was considered in the 
critique of the supply-and-demand 
analysis. If everyone were on both sides 
of the market at all times and to the 
same extent, there could be no market 
movement. The fact that the market 
does move up or down demonstrates that 
there is a net pressure of demand or 
supply at prevailing prices, resulting in 
a change in those prices. To the extent 
that a person who is locked-in is just 
itching to get his money out in order to 
put that money into another security, he 
tends to neutralize himself. To the ex- 
tent that he would like to get his money 
out of the market and put it into other 
assets or hold it for a more opportune 
time, the fact of his being locked-in de- 
prives the market of a supply of securi- 

41 [From Heller, loc. cit.] Wall Street Journal, 
March 7, 1955, p. 1. Heller points out that similar 
judgments on the relation of the tax to security price 
levels were expressed several times in the 1955 stock 
market hearings, e.g., by J. K. Galbraith (hearings, 


op. cit., pp. 276-277), Marriner Eccles (p. 483), and 
Benjamin Graham (p. 547). 
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ties without an offsetting demand and 
tends to make prices higher than they 
otherwise would be. 

In any time of rising prices, particu- 
larly after a prolonged rise, many inves- 
tors do wish to pull out of the market 
and many investment advisers so advise. 
To pretend that such investors and such 
advisers do not exist would be to deny a 
fact of stock market life. Once we 
grant that the capital gains tax may 
affect selling decisions, it follows that 
the tax contributes to a locked-in effect. 
Hence the tax reduces the potential sup- 
ply of securities at a time when the 
market is high. If these investors were 
unlocked, they would not immediately 
run over to the demand side. True, 


there are many self-neutralizers who are 
in the market come hell or high water 
and stay in the market through thick 
and thin without ever assuming a net 
cash position. They support the thesis 


of Heller and Shea. They may warrant 
our envy or perhaps our sympathy. 
They are not however the total market, 
and they are not that part of the market 
which causes fluctuations in the price 
level of securities. 


The “ Roll-over ” Proposal 


The transfer of funds from one secu- 
rity to another is known as the “ roll- 
over.” The proposal to which Shea re- 
fers in his second paragraph is that, in 
case of a “roll-over,” there be no 
capital gains tax. This is actually in 
effect in the case of sale of residences and 
in connection with the transfer from 
one Federal government bond to another 
in certain designated cases. 

As long as the taxpayer remained in- 
vested he would pay no tax. At the 
present time, every time the taxpayer 
changes his mind or exercises his good 


CAPITAL GAINS TAX 


305 


judgment or acts on a tip, he is penalized 
by the government through the imposi- 
tion of a tax on the securities he sells at 
a profit. The tax may be at his full in- 
come tax bracket rates or at half of 
those rates (to a limit of 25 per cent) 
depending on the holding period and 
subject to timing considerations in 
planning loss realizations. 

The “ roll-over ” plan has a basic ap- 
peal. The capital gains tax has plausibly 
been referred to as the “ Wallet-Trans- 
fer Tax.” *? This is on the grounds that 
the tax penalizes “a man for transfer- 
ring his wallet from one pocket to 
another.” Reference is made to the 
situation that existed until a few years 
ago in the matter of selling an old house 
and purchasing a new one. At the 
present time, as mentioned above, no 
capital gains tax is incurred on the capi- 
tal gain on the old house, provided that 
the entire proceeds are invested in 
another house within a certain specified 
time. Prior to this change, a person 
might find himself in the following situ- 
ation. He might have purchased his 
house at $10,000 and sold it for $14,000 
and paid a tax of up to $1000. If he 
were to buy a new house for $14,000 
he would, however, have only as little as 
$13,000 available for that purpose, even 
though all he did was move from one 
house to another of the same value. 
Thus he was penalized for making the 
transfer. Congress has eliminated this 
penalty for transferring from one house 
to the other. The thesis is that Congress 
should likewise eliminate the penalty for 
transferring from one stock to another, 
that is, for transferring the wallet from 
one pocket to another. 

Referring back now to the second 


42 Wall Street Journal, July 14, 1959, p. 10. 
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paragraph of Shea’s statement, quoted 
above, it is all a matter of timing. In 
the case of residences, there is generally 
a twelve-month requirement (eighteen 
months and more in specified cases). A 
lot could happen in the stock market in 
twelve months, and usually does. Un- 
der this plan, if we sold a security at a 
capital gain today we could legally 
avoid the capital gains tax, provided that 
we put the money back into the market 
within twelve months. By the end of 
the twelve-month period, the money 
waiting for reinvestment might well 
offer a desirable support to a declining 
market. The opposite possibility exists, 
too, but then we are not likely to be 
worse off than if the investor had re- 
mained locked in throughout the entire 
period. Even a 30-day maximum wait- 
ing period, or possibly even a 7-day 
period might have some stabilizing 
effect. In the extreme case, that of an 
instantaneous roll-over, the stability 
effect would be nil. To the extent that 
we depart from an instantaneous roll- 
over, and especially when we get into 
periods like twelve or eighteen months, 
the possibility that a roll-over will con- 
tribute to stability arises. 


The Elasticity of Capital Gains Tax 
Revenues 


One of the main arguments against 
an adoption of the roll-over proposal is, 
of course, that the Treasury will lose a 
large amount of revenue. The same 
argument is presented if the capital gains 
tax rates are to be reduced to, say, a 
maximum of 12% per cent instead of 
the present 25 per cent, and also if the 
holding period is to be reduced to three 
months. 

A mere reduction in the rates opens 
up the possibility of a sufficient elasticity 
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of demand to increase rather than de- 
crease total revenues. Just as in the case 
of a price reduction in any goods, the 
increased volume of sales may be suffi- 
cient to more than offset the reduction 
in the rate. In other words, the elas- 
ticity of demand may be greater than 
unity. It is difficult, of course, to ob- 
tain reliable estimates of this elasticity. 
The most we can do at this time is in- 
dicate that there is at least a possibility 
of an elasticity greater than unity.*® 
The adoption of a zero tax on roll- 
over could not fail to cut capital gains 
tax revenues drastically. There would 
still be a tax on the sale of securities at 
a profit where the funds realized are not 
reinvested within a specified period. 
Offsetting the reduction in revenues 
would be whatever economic advantages 
derive from the greater freedom of 
transfer. A superior allocation of re- 
sources would, in the long run, result in 
a stronger economy. It is difficult, how- 
ever, to develop any concrete analysis of 
the ultimate effect on capital gains tax 
revenues. The major effects revenue- 
wise would, in fact, be in the direction 
of other tax revenues such as individual 
and business income taxes (other than 
capital gains) and excise taxes. Thus a 
complete or virtual elimination of the 
capital gains tax through the roll-over 
proposal or other means might be justi- 
fied revenue-wise in terms of an en- 
hancement of other tax revenues.** 


43 The basic data and techniques for an elasticity 
study are available in Steger, op. cit., and Steger, 
“The Taxation of Unrealized Capital Gains and 
Losses: A Statistical Study,” National Tax Journal, 
September 1957, pp. 266-281. 


44In the meantime, lower private spending may 
result from higher taxes required to offset the re- 
duction in capital gains tax revenues. The short-run 
effect on national income may be nil, on balance. 
Cf. Steger, “‘ Statement,” in Panel Discussions: In- 
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Cash Absorption Effect of the Tax 


One of the arguments against cutting 
the tax is that the tax absorbs cash that 
would otherwise go back into the mar- 
ket. Heller states this argument as 
follows: 


Second, in the largely circular flow of 
market funds, the gains tax drives a size- 
able wedge between the amounts realized 
on the sale of appreciated assets and the 
amounts that go back into the market as 
a demand factor. At present levels, the 
tax on capital gains of individuals is 
yielding well over $1 billion, more than 
four-fifths of which is attributable to 
gains on the sale of securities.*® Cutting 
the tax would release some of these 
moneys to reenter the market as a demand 
and price stimulant.‘ 


This again refers to the people who 
are on both sides of the market at once 
and remain on both sides even though 


the market has sustained a long rise. As 
previously pointed out, those who wish 
to pull out of the market and wait for 
a lower price level—that is, the “ sta- 
bilizers ”»—are either locked-in by the 
tax or if they do sell, the fact that some 
of the proceeds go to the government 
does not immediately have any effect on 
the market. The reduction in their 
available cash does mean, however, that 
when the market declines they have less 
cash with which to support the market. 


Attraction of Lower Rate on Long-term 
Capital Gains 


Heller has suggested that a reduction 





come Tax Revision, p. 688, before Committee on 
Ways and Means, 86th Congress, Ist session, (Wash- 
ington: Government Printing Office, 1960), pp. 686- 
689. 


45 This proportion is derived from findings by 
Seltzer, op. cit., p. 145. [footnote in Heller, op. cit., 
p. 388] 


46 Heller, op. cit., pp. 387-388. 


CAPITAL GAINS TAX 


307 


in the long-term capital gains tax may 
result in a “ flock-in ” effect in place of 
the “lock-in ” effect. The argument is 
that the reduction in the tax would 
attract more investors, thus increasing 
the demand for securities and raising 
prices. Heller states the argument as 
follows: 


A third factor often overlooked in as- 
suming that lowering the gains tax will 
ease upward pressure on market prices is 
the magnetic attraction which the prefer- 
ential treatment of capital gains exerts 
on investible funds. If we shift our per- 
spective from the absolute level of the 
tax as a deterrent influence in security 
markets to its relative level, iie., to the 
tax advantage of long-term gains over 
ordinary income, the responses to reduc- 
tion of the tax appear in a very different 
light. For reduction means widening the 
tax gap between ordinary income and 
capital gains and correspondingly increas- 
ing the preference for those savings out- 
lets which promise capital appreciation. 
The resulting increase in demand for 
stocks would hardly have a bearish im- 
pact on a bull market. Quite the con- 
trary. Given a sharp reduction of the 
tax, the lock-in effect might give way to 
the flock-in effect.47 This suggests that 


47 The pulling power of the capital-gains tax was 
acknowledged by several witnesses in the stock-market 
hearings. For example, the President of the Mid- 
west Stock Exchange, Mr. James E. Day, stated: 
“Yes, I think the capital-gains tax of just 25 per- 
cent is a real argument to get into the market. Yes, 
sir. Advantage and a good selling point.” (hearings, 
op. cit., pp. 205-206). The statement by Mr. 
Benjamin Graham in this connection was also illu- 
minating. After noting that the argument for a 
lower gains tax to unfreeze holdings showing large 
profits has “some merit,” he went on to say: “ But 
I regret that the issue has usually been presented by 
Wall Street-—of which I am proud to consider myself 
a part—in an incomplete and rather one-sided fashion 

. while a lightening of the tax might well increase 
the supply of common stocks by persuading holders 
to take large profits, it might at the same time 
stimulate further speculative buying, attracted by the 
new tax advantage. The net result of such a move 
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if we seek abatement of bullish pressure 
in the stock market, perhaps a higher 
rather than a lower gains tax is the 
answer.*® 


This serves to remind us that the 
capital gains tax affects both the demand 
and the supply of securities. The dual 
effect is felt at any level of the capital 
gains tax. Whatever level is selected, 
the seller will take account of the tax 
before deciding to sell, and the buyer 
will take account of the tax before de- 
ciding to buy. If we lower the tax, 
there should be an increased supply of 
securities and also an increased demand. 
The effect on supply should, however, 
be greater than the effect on a demand, 
because, as pointed out in the earlier 
analysis, for the supplier the tax is “ real, 
definite, and calculable,” and for the 
demander the tax is merely “‘ vague and 
indefinite.” 

A few demanders may “ walk-in; ” it 
is not likely that many will “ flock-in.” 
This is particularly evident if we visu- 
alize the actual reduction in tax. If the 
reduction occurs after a long rise, the 
encouragement to sell is very concrete, 
whereas the prospect of further gain and 
sale at the reduced tax is limited. Hence, 
again, the effect on supply is likely to be 
greater than on demand, with a resultant 
stabilizing effect. The point is actually 
put most eloquently by Heller in a state- 
ment quoted earlier: “. . . in the face of 
uncertainty, many investors will not 
trade the likelihood of a more-than-com- 
pensating improvement in yield or capi- 
tal appreciation on a new security (or 
drop in price of the old) for the cer- 
tainty of an immediate diminution of 





cannot be foretold” (ibid., p. 547). [footnote in 
Heller, op. cit., p. 388.] 


48 Heller, op. cif., p. 388. 
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capital via the gains tax.” *° 


It is true that at a time of low prices, 
a gains tax reduction would have little 
effect on supply (there being relatively 
few gains to realize) and some effect on 
demand (for the reasons Heller sug- 
gests). Hence, again, the tax reduction 
will have a stabilizing effect. 

Thus it is not necessary to alter the 
original analysis nor the conclusions de- 
rived from it. A reduced tax will shift 
the supply and demand curves from 
their non-tax position to a smaller ex- 
tent than would a higher tax. But for 
the reasons stated, in boom-time the 
shift in the supply curve will still be 
greater than the shift in the demand 
curve. The net effect is a higher price 
than would prevail in absence of any 
tax but not so high a price as would 
prevail with a higher tax. This can 
readily be illustrated by redrawing the 
diagrams to take account of the reduced 
tax. 


Net Effect in the Boom 
Heller’s conclusion is as follows: 


The foregoing three points, largely ad- 
dressed to the problem of dampening the 
speculative fervor of a boom market, 
make clear (a) that the tax on capital 
gains exerts opposing influences—some 
bullish, other bearish—and (b) that re- 
ducing it is neither a cure nor perhaps 
even the right medicine for a bloated 
market.5° 


That the capital gains tax exerts op- 
posing influences, some bullish and 
others bearish, was demonstrated in the 
basic analysis.°! The point is that when 
prices are high and profit-taking pre- 

49 Supra. 

50 Heller, op. cit., p. 388. 


51 Supra. 
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dominates, the bullish influence out- 
weighs the bearish so that the net in- 
fluence is bullish, A lower tax would 
have less of a bullish influence. This 
result is not altered by Heller’s three 
points. 


CONCLUSIONS 


There are two broad conclusions to be 
derived from the above analysis: (1) 
the capital gains tax promotes economic 
instability; and (2) the capital gains 
tax impairs economic growth by inter- 
fering with the optimum allocation of 
economic resources. 

The analysis of tax shifting indicates 
that the existing tax with all its pro- 
visions accentuates price rises and price 
falls. The exact degree is in doubt, but 
the direction is well established analyti- 
cally. Ata time when prices are rising, 
the tax promotes higher prices than 
would otherwise prevail. At a time 
when prices are falling, the tax pro- 
motes lower prices than would other- 
wise prevail. The net effect is that the 
tax accentuates upswings and down- 
swings in security and other asset prices. 

Whether the tax has a dampening ef- 
fect on the aggregate of venture capital 
and on the more risky investments is 
doubtful, especially in view of the loss 
offset provisions. The destabilizing ef- 
fect of the tax through its accentuation 
of price fluctuations is, however, of con- 
siderable importance. Insofar as cycli- 
cal fluctuations retard the long-term 
trend of capital formation, the capital 
gains tax may have a detrimental effect 
on economic growth. A further detri- 
mental effect on economic growth is 
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attributable to price-distortion and re- 
duced mobility of capital, with a result- 
ing impairment of the optimum alloca- 
tion of economic resources. 

It is not difficult to find strong state- 
ments urging repeal of the capital gains 
tax. Outright repeal of the tax pre- 
sents serious problems, however, which 
no student of public finance can treat 
lightly. The following evaluation made 
in 1948 still holds: 


The generally unfavorable conclusion 
does not necessarily mean that the capital 
gains tax should be repealed. Under our 
present tax system, whereby so many in- 
dividuals and so many activities are sub- 
ject to taxation, considerations of equity 
may dictate that the process of making 
a living through capital gains be not al- 
lowed to go tax-free. Moreover, if ortho- 
dox methods of finance are employed, 
alternative sources of revenue have to be 
discovered and evaluated before a decision 
can be taken on the repeal of this or any 
other tax.5? 


The solution lies rather in modifica- 
tions, such as reduction of holding 
period or tax rates, which might increase 
rather than decrease revenues if a favor- 
able elasticity of demand exists, and in 
adoption of a “ roll-over” proposal un- 
der which the tax is postponed if rein- 
vestment is made. These changes should 
reduce the destabilizing effect of the 
tax and should promote economic 
growth by increasing mobility of capi- 
tal and encouraging the optimum allo- 
cation of economic resources. 


52 Somers, op. cit., National Tax Journal, Septem- 
ber 1948, p. 232; Public Finance and National In- 
come, p. 206. 








RECENT DEVELOPMENTS IN FEDERAL-STATE 
FINANCIAL RELATIONS 


JAMES A. MAXWELL * 


Are two years of study, the Com- 
mission on Intergovernmental Re- 
lations, headed by Meyer Kestnbaum, 
reported to President Eisenhower in 
June 1955, making a large number of 
recommendations.’ In the five years 
since, I am not aware that any of its 
major recommendations have been 
adopted by Congress or by the states. 
But the Commission did stimulate a 
great deal of activity, and, in the 
process, a number of influential people 
have secured an education. The pages 
which follow attempt to indicate the 
nature of the activity and how, and in 
what respects, the education occurred. 

Two main currents of activity may 
be traced, one stemming from the Con- 
gress and centering in the work of the 
House of Representatives Subcommittee 
on Intergovernmental Relations (of the 
Committee on Government Organiza- 
tion); the other from the Executive 
Office of the President. Attention will 
be given first to the latter. 


I. THE WORK OF THE ACTION 
COMMITTEF 


In 1956, Meyer Kestnbaum was ap- 
pointed to the staff of the Executive 
Office, and former Governor Howard 


* The author is Professor of Economics at Clark 
University. 


1 Recommendations and Major Statements of the 
Commission on Intergovernmental Relations, 84th 
Congress, 2nd Session, House of Representatives (Au- 
gust 1956). 


Pyle was appointed Deputy Assistant to 
the President for Intergovernmental 
Relations. Both were to follow through 
on the recommendations of the Kestn- 
baum Commission.? The tactics to be 
followed were indicated when, on June 
21, 1957, President Eisenhower ad- 
dressed the Governors’ Conference at 
Williamsburg. He asked that it join 
him in creating “a task force for ac- 
tion ” with three responsibilities: 


1. To designate functions which the 
states are ready and willing to assume 
and finance that are now performed or 
financed wholly or in part by the 
federal government; 

2. To recommend the federal and state 
revenue adjustments required to en- 
able the states to assume such func- 
tions; 

3. To identify functions and responsi- 
bilities likely to require state or fed- 
eral attention in the future and to 
recommend the level of state effort, 
or federal effort, or both, that will be 
needed to assure effective action. 


The Conference agreed, and, as a result, 
a Joint Federal-State Action Committee 
was organized with a membership of 
nine governors, seven top-ranking fed- 
eral officials, and the chairman of the 
executive committee of the Governors’ 
Conference (ex officio). The Secretary 
of the Treasury and former Governor 

2 For a fuller description of their duties, see “* Fed- 
eral State-Local Relations,” Thirtieth Report by the 


Committee on Government Operations, 85th Con- 
gress, 2nd Session, H.R. No. 2533, pp. 73-74. 
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Lane Dwinell of New Hampshire were 
co-chairmen. 

After a number of meetings, the 
Action Committee made a progress re- 
port in December, 1957. Three major 
recommendations were made: (1) The 
states should assume full responsibility 
for the performance of vocational edu- 
cation and for construction of local 
waste treatment facilities; (2) federal 
grants for these functions should, there- 
fore, be discontinued; (3) the states be 
given revenue sources, through federal 
relinquishment, adequate to support the 
functions which were transferred. 

The Action Committee was busy in 
other areas. It recommended that state 
and local governments increase their fi- 
nancial responsibility for matural dis- 
aster relief and that federal assistance be 
limited to disasters of great magnitude. 
It believed that the states should be 
given greater responsibility for promo- 


tion and regulation of peacetime uses of 
atomic energy and for urban renewal. 
It made exploratory studies of increased 
state credit against the federal estate 
tax, of education beyond the high 
school age, of the medical needs of older 


people, etc. In this paper, most atten- 
tion will be given to the difficulties in 
the way of action concerning federal- 
state financial relations. As Representa- 
tive Fountain has observed: “ Studies 
don’t get shot at too much, but once 
you make recommendations for action, 
especially to the Congress, of necessity, 
those things do get shot at.” ® 
Vocational Education Grants. Ex- 
penditure on the two grant programs— 
vocational education and construction 
3 85th Congress, 2nd Session, Hearings before a 
House Subcommittee of the Committee on Govern- 


ment Operations, Federal-State-Local Relations, (Joint 
Federal-State Action Committee), p. 55. 
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of local waste treatment facilities— 
marked for federal withdrawal by the 
Action Committee, is only about 2 per 
cent of total annual federal expenditure 
on grants. The aim was, so Secretary of 
the Treasury Anderson explained, to 
select “the simplest programs” in an 
effort to find an approach to the harder 
issues.* 

Grants for vocational education, be- 
gun in 1917, had stimulated action in 
all the states. Although the Action 
Committee did not say so, the program 
over the years has been criticized by 
educators, industrialists, and labor 
leaders. For this reason, it might seem 
to merit surgery. Moreover, amputa- 
tion might not be painful, since federal 
grants of $36 million for fiscal 1958 
made up only 19 per cent of aggregate 
expenditures on vocational education, 
the states providing 35 and local gov- 
ernments 46 per cent.° 

These aggregate figures, however, 
concealed the extent of inter-state 
variation. In 29 states, the federal 
share exceeded the average of 19 per 
cent, and, in nine states (of which 
seven were low-income), it exceeded 30 
per cent.° Obviously, the impact of 
withdrawal of grants would be very un- 
even, state by state. 

Construction of Waste Treatment 
Facilities. In 1956, Congress started a 
ten-year program of grants to local 

4 Hearings, Joint Federal-State Action Committee, 


p- 33. 


5 These figures apply to the “older” programs of 
agriculture, home economics, trades and industry, and 
distributional occupations. Two new programs— 
practical nurse training and training in the fishing 
trades and industry—were added by the 84th Con- 
gress. Grants for them were, however, only 10 per 
cent of total grants for vocational education. 


6 As well as in Alaska, Puerto Rico and the Virgin 
Islands. 
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governments for construction of waste 
treatment facilities, the allotted share of 
each state being based upon population 
and per capita income. For the fiscal 
year 1958, the total allotment was ap- 
proximately $47 million, and _ this 
amounted to 10-12 per cent of total 
capital outlays for the purpose. Here 
again, the federal share was so small 
that its absorption by state and 
local governments seemed feasible. But 
some local governments had responded 
promptly and vigorously to the federal 
bait, while others had not; and a similar 
uneven response had been made by the 
state governments. In California, ac- 
cording to Governor G. J. Knight, the 
state had made extensive plans for a 
ten-year program, and the Governor 
regarded the proposal to withdraw 
grants as most unfortunate. Several 
other governors took a similar position 
and so did the Association of State and 
Territorial Health Officers.’ 

The Credit Against the Tax on Local 
Telephone Service. As a counterpoise 
to withdrawal of grants, the federal 
government was to relinquish appro- 
priate revenues to the states, and the 
choice was the tax on local telephone 
service, levied at the rate of 10 per cent. 
How much of this tax should the fed- 
eral government relinquish? The aggre- 
gate amount of the vocational education 
and waste facilities grants for fiscal 
1958 was $86.5 million, but the Action 
Committee realized that the amounts 
allocated to individual states as grants 
would not match the amounts which 
the states might secure from the tax. 
It was decided that the federal govern- 
ment should be ready to relinquish $148 
million, a sum greater by 70 per cent 


7 Hearings, Joint Federal-State Action Committee, 
pp. 44-45. 
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than the amount of the annual grants; 
and this $148 million was 40 per cent 
of current federal collections from the 
tax. Accordingly, the Action Com- 
mittee recommended that the federal 
tax “ be changed so as to provide a 40 
per cent tax credit to those states enact- 
ing a 4 per cent local telephone tax, not 
counting taxes already levied...”* At 
the end of five years, the federal levy 
was to be reduced by 4 percentage 
points, i.e., to 6 per cent. The excess of 
the aggregate credit over aggregate 
grants would, it was hoped, make pos- 
sible an equating of the grants and the 
credit even for the low-income states. 
The Action Committee did not ap- 
preciate the extent of the variation, 
state by state, of collections and of 
grants. In general, the telephone tax 
collections varied directly with the rich- 
ness or poverty of the states as measured 
by income payments. The average col- 
lection per capita from the local tele- 
phone tax in calendar 1956 was $23.23 
but for Mississippi—the lowest state— 
the figure was $9.77 and for New York 
—the highest state—it was $36.60. ° 


8 Report of the Joint Federal-State Action Com- 
mittee, to the President of the United States and to 
the Chairman of the Governors’ Conference. Progress 
Report, No. 1, December 1957, p. 11. 


9The figure for the District of Columbia was 
$41.40. 85th Congress, 2nd Session, Hearings on 
Federal-State-Local Relations, (Joint-Federal-State 
Action Committee), p. 24. 
Distribution of Local Telephone 
Service Revenues Per Capita by 
States, 1956 


Per Capita Revenues Number of States 


$5 and under $10 2 
10 and under 15 8 
15 and under 20 17 
20 and under 25 12 
25 and under 30 6 
30 and under 35 2 
35 and under 40 1 
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The scheme, therefore, would offer New 
York a credit nearly four times as much 
per capita as Mississippi. 

The state by state per capita variation 
in the two grants was even greater and 
much more erratic. For fiscal 1958, the 
average was 53¢ per capita, with a low 
of 31¢ for California and a high of 
$2.18 for Nevada. States with a small 
population received relatively larger 
grants because the grant formulas set 
minimum allotments per state. Low- 
population states also were sometimes 
“poor,” i.c., low in per capita income, 
and sometimes “rich.” If the low- 
population factor is disregarded, the 
grants to low-income states tended to be 
larger than those to the high income 
states. 

In broad terms, then, the tax portion 
of the scheme tended to be distinctly 
unfavorable to the poorer states, while 
the grant portion tended somewhat in 
the same direction. In spite of the fact 
that the aggregate current amount of 
the tax credit was greater by 70 per 
cent than the amount of the grants, 21 
states would have suffered a net loss 
from adoption of the scheme. Of these 
21 states, 16 ranked below average in 
per capita income 1954-1956. On the 
other hand, of the 27 states which 
would have gained financially, 19 
ranked above the average in per capita 
income. 

When the co-chairmen of the Action 
Committee appeared before the Sub- 
committee on Intergovernmental Rela- 
tions of the House of Representatives, 
they had a difficult case to argue. They 
were asked: Was the statement of the 
Action Committee that its recommen- 
dations were “not intended to reduce 
the scope or effectiveness of the [grant] 
programs considered by it” merely a 
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pious wish? Was not the proposed ac- 
tion certain to impair programs in the 
poorer states? Governor Dwinnel 
argued implausibly that states might 
“be willing to make some sacrifice on a 
strictly dollars and cents basis ” in order 
to reassume their functional responsi- 
bilities.*° 

Modification of the Recommenda- 
tions. The grant and tax recommenda- 
tions of the Action Committee were 
presented to the Congress on May 14, 
1958, and to the Governors’ Confer- 
ence at about the same time. Congress 
simply neglected the recommendations. 
The Conference requested the Action 
Committee to modify the tax proposal 
“to insure that the revenue source 
made available to each state is substanti- 
ally equivalent to the costs of the func- 
tions to be assumed.” ™ 

The “ modification ” prepared by the 
Action Committee was as follows: (a) 
The local telephone tax credit would be 
30 per cent, instead of 40 per cent, in- 
creasing to thirty-one the number of 
states with a deficit in the amount of 
the credit compared with their grants. 
(b) A sum equal to 1 per cent of the 
collections from the tax would be used 
to make mew grants to the 31 states. 
This new grant to each was to be 
enough, when added to the 30 per cent 
credit, to provide a sum 40 per cent 
larger than the current amount being 
received as grants by each of the 31 
states. What of the remaining 17 states 
and the District of Columbia? For 11 
of them, as the table below shows, the 
amount of the 30 per cent tax credit 
would exceed the amount of their 
grants by more than 40 per cent, and 


10 [bid., p. 29. 


11 Progress Report, No. 2., p. 27. 
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they, therefore, were not to be recipi- 
ents of the new grants. However, six 
states and the District of Columbia 
would have a surplus /ess than 40 per 
cent. The modification would give them 
new grants sufficient, when added to 
their tax credit, to bring their receipts 
to 140 per cent of their current grants. 

In summary, all the states were to be 
assured of new revenues at least equal 
to 140 per cent of the federal grants 
which they relinquished. For eleven 
states, all high-income, the new rev- 
enues were to come through a 30 per 


TABLE I 


30 Per Cent Loca, TeLepHone Tax CRreEpIT AS 
PERCENTAGES OF THE GRANT ALLOTMENT IN 
Fiscat 1959 ror VocationaL EpucaTIon 
AND CONSTRUCTION oF LocaL WASTE 
TREATMENT FACILITIES 


New York 220.1% Washington 50.5% 
California 201.2 

Tilinois 134.0 Texas 39.8 
New Jersey 128.6 Florida 36.5 
Massachusetts 115.1 District of 

Michigan 80.7 Columbia 33.4 
Ohio 71.7 Indiana 25.7 
Connecticut 638 Missouri 16.5 
Pennsylvania 59.0 Colorado 15.1 
Maryland 54.1 Wisconsin 66 


cent credit against the local telephone 
tax, and for them the credit exceeded 
140 per cent of their grants. For 37 
states and the District of Columbia, the 
quid pro quo was to come through a 30 
per cent credit plus new supplemental 
grants which would bring the total up 
to 140 per cent of their old grants. 

In January 1959, the President re- 
commended to the second session of the 
86th Congress that the two grant pro- 
grams be discontinued, and the local 
telephone tax be modified as the Action 
Committee had advised. Congress paid 
no heed. Indeed, by voting to termi- 
nate the federal tax on local telephone 
service on June 3, 1960, it showed its 
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lack of interest in the proposal. Some 
Congressmen did not see the merit of 
giving up federal revenue of $148 mil- 
lion annually in order to drop grant 
programs which currently cost $86.5 
million. The supporters of vocational 
education and of construction of waste 
sewerage facilities feared that some states 
might accept the tax credit and the 
new grant, and then fail to maintain the 
programs.”” 

Natural Disaster Relief. The Action 
Committee was anxious to push the 
states toward increased financial par- 
ticipation in cooperative programs, even 
where continued federal participation 
was desirable. Attention centered first 
on natural disaster relief which was not 
a grant program. A governor might 
request federal help for his state in 
meeting a natural disaster and the Presi- 
dent had the power to give help in kind 
or in money. But the Congress had not 
specified what should be the federal 
share in relation to the state-local. The 
Kestnbaum Commission wished to es- 
tablish disaster relief as a regular grant 
program with federal grants contingent 
upon specific state commitments to 
carry a part of the cost. The Action 
Committee attempted to advance this 
recommendation by suggesting a sched- 
ule of minimum state-local contribu- 
tions as a condition of receipt of federal 

12. Mr. Folsom, then Secretary of HEW, observed: 
“ Many of the. . . vocational education people in the 
States feel that the withdrawal of Federal money is 
not matched with an assurance that the States are 
going to put as much money back. They feel that 
even if the States get the revenue, there is no assur- 
ance that the revenue is going to be used for voca- 
tional education. They clearly are very much con- 
cerned that Federal withdrawal will mean a reduc- 
tion in the amount of money going for vocational 
education.” 85th Congress, 2nd Session, House Hear- 
ings before a Subcommittee of the Committee on 


Government Operations, Federal State-Local Relations, 
Federal Departments and Agencies, p. 281. 
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aid; and the Governors Conference ap- 
proved, subject to the stipulation that 
the states be given time to adjust. Con- 
gressional action was not required, since 
the President already had the power to 
act. A new schedule was announced to 
be put into effect, July 1, 1959 by pub- 
lication in the Federal Register of May 
27, 1958. 

Atomic Energy, Urban Renewal. 
The Action Committee tried also to in- 
duce state action concerning emerging 
problems where no cooperative financial 
program existed. The Action Commit- 
tee felt that the states should take a 
greater responsibility for the promotion 
and regulation of the peacetime uses of 
atomic energy. The Governors’ Con- 
ference and the President agreed, and 
the evidence is that stimulation is under 


way. 
The problem of urban renewal is 
more awkward, since a grant program 


exists which is federal-local. The Ac- 
tion Committee wanted more state par- 
ticipation both on the philosophical 
ground that federal grants should chan- 
nel through the state governments, but 
also because the magnitude of the prob- 
lems of urban renewal will require co- 
operative action by all levels of govern- 
ment. This emphasis seems sound. The 
practical issue is how to overcome the 
bias of many state legislatures in which 
urban areas are grossly underrepre- 
sented. 

Estate Tax Credit. Another prob- 
lem of federal-state relations which, to 
a superficial view, seems simple, is the 
state credit allowed against the federal 
estate tax. In 1926, Congress allowed 
an 80 per cent credit against the then 
federal estate tax for payments of state 
death taxes. But when, subsequently, 
Congress increased the federal rates and 
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reduced the exemptions, it left the 
credit tied to the 1926 tax. There are, 
therefore, two sets of rates and exemp- 
tions with a credit allowed against one 
set but not against the other. Enact- 
ment of a single set of rates and exemp- 
tions, with a credit allowed against it, 
would be an obvious reform. 

Unfortunately, the problem of equiv- 
alence emerges once more. The amount 
of the credit in fiscal 1957 aggregated 
about 10 per cent of federal estate tax 
collections. But enactment of a 10 per 
cent credit would give some states 
larger benefits, and other smaller, than 
the present credit. The Action Com- 
mittee desired, indeed, to increase the 
state credit, and to do this in a way 
which would favor the low-income 
states. Various possibilities have been 
explored. But the variety of struc- 
ture of state death taxes, the extent of 
multiple taxation, the diversity in ad- 
ministration have impeded progress to- 
ward reform. 

The experience outlined above led the 
Governors’ Conference at its meeting of 
May 21, 1958, to urge the Action Com- 
mittee not only to investigate “ specific 
functions that might be wholly assumed 
by state governments but also to pay 
particular attention to a continuing 
analysis and review of the entire inter- 
governmental mechanism, including co- 
operative regional State action, toward 
the end that its deficiencies may be 
remedied and our Federal-State relations 
strengthened and improved.” ** The 
Conference had discovered that a piece- 
meal approach to financial problems of 
federal-state relations is a snare. Fed- 


13 Progress Report, No. 2, Appendix V; No. 1, 
Appendix- X. 


14 Progress Report, No. 2, p. 27. 





316 


eral grants are for specific purposes; 
their techniques and procedures are 
heterogeneous for this reason and also 
because they emerged over a period of 
40 years. If piecemeal reform is at- 
tempted, innumerable and petty prob- 
lems will intrude, and the price of prog- 
ress will be excessive concessions to 
status quo. In the current instance, the 
offering price of state assumption of 
two small functions was federal re- 
linquishment of revenues greater by 70 
per cent than the amount of its grants. 
In the process, a new grant would be 
created, going to a limited number of 
states and resting upon no logic of its 
own. Acceptance might well raise later 
problems, and one possibility may be 
mentioned by way of _ illustration. 
What if, at some future time, Congress 
repealed the local telephone tax? This 
tax, as one of the so-called “‘ Henderson 
excises” imposed during World War II, 
is a fair candidate for repeal. 

The Action Committee in October, 
1959, requested the President “to dis- 
solve it as a formal operating mecha- 
nism,” !© because of the creation of a 
permanent Advisory Commission of In- 
tergovernmental Relations (to be de- 
scribed in Section II of this paper). 


Il. THE WORK OF THE INTERGOVERN- 
MENTAL RELATIONS SUBCOMMITTEE 


The Legislative Reorganization Act 
of 1946 required the Committee on 
Government Organization to study in- 
tergovernmental relationships, and a 
House Subcommittee was formed for 
this purpose. Beginning with the 84th 
Congress, the chairman of the House 
Intergovernmental Subcommittee has 
been Representative L. H. Fountain, 


15 Final Report of the Joint Federal-State Action 
Committee, February 1960, p. 1. 
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and he decided to follow up the recom- 
mendations of the Kestnbaum Commis- 
sion. In December 1955, the subcom- 
mittee sent a questionnaire to each 
federal department asking how it felt 
and what it proposed to do about the 
recommendations of the Commission. 
Here the answer was, in effect, “not 
much.” 

The subcommittee, aware that writ- 
ten answers were certain to be inade- 
quate, decided to hold field hearings at 
which state and local officials might ap- 
pear. Examination of the testimony 
offered by 125 witnesses in 3,500 pages 
is quite unrewarding. Perhaps the most 
useful impression left on the subcom- 
mittee was the extent of the animosity 
of many local officials toward their state 
governments. “The, mayors who testi- 
fied were almost uniformly critical of 
State restrictions on and interference 
with the efforts of municipalities to deal 
with local problems. The cities contend 
they suffer from many of the same 
handicaps of which the States complain 
with reference to the Federal Govern- 
ment. It was frequently contended 
that due to the underrepresentation of 
urban communities in State legislatures, 
urban problems do not receive a suffi- 
ciently sympathetic and understanding 
treatment from State government.” ™ 

At the conclusion of its hearings, the 
subcommittee prepared a judicious eval- 
uation of grants, with suggestions for 
their improvement. Grants had been, 
and would continue to be, “‘ a useful de- 
vice for harnessing cooperative govern- 
mental effort in the accomplishment of 
a national legislative purpose.” *” The 


16 Report on Federal State-Local Relations, p. 31. 


17 [bid., p. 27. The other documents growing out 
of the work of the subcommittee are as follows: 
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accusation that federal administrative 
costs—the so-called “freight charges ” 
of bringing revenue to Washington and 
then disbursing it as grants—were high, 
proved on investigation to be false. For 
fiscal 1958, the direct federal adminis- 
trative cost of ten major grant pro- 
grams was 1.2 per cent of grant pay- 





Recommendations and Major Statements of the 
Commission on Intergovernmental Relations, An- 
notated to Show Method of Implementation and 
Federal Agency and Program Affected (August 
1956). 

Staff Report on Replies from Federal Agencies 
to Questionnaire on Intergovernmental Relations 
(August 1956). 

Intergovernmental Relations in the United States, 
a selected Bibliography (November 1956). 

Replies from State and Local Governments to 
Questionnaire on Intergovernmental Relations, 
Sixth Report by the Committee on Government 
Operations (H. Report No. 575) June 1957. 

Federal State-Local Relations. Hearings before 
a subcommittee of the Committee on Government 
Operations, House of Representatives (July 29, 30, 
and 31, 1957). 

Federal State-Local Relations, State and Local 
Officials, Hearings before a subcommittee of the 
Committee on Government Operations, House of 
Representatives: f 

Part 1: Boston, Mass., and New York, N. Y. 
(Sept. 30, Oct. 1, 2, 3, 4, and 7, 1957). 

Part 2: Chicago, Ill, and Kansas City, Mo. 
(October 16, 17, 18, 21 and 22, 1957). 

Part 4: New Orleans, La., and Raleigh, N. C. 
(Nov. 18 and 19, and Dec. 10 and 11, 1957). 

Federal State-Local Relations, Dade County 
(Fla.) Metropolitan Government. Hearings 
before a subcommittee of the Committee on 
Government Operations. House of Repre- 
sentatives (November 21, and 22, 1957). 

Federal State-Local Relations, Joint Federal-State 
Action Committee. Hearings before a sub- 
committee of the Committee on Government 
Operations, House of Representatives (Feb- 
ruary 18, 1958). 

Federal State-Local Relations, Nongovernmental 
Organizations and Individuals. Hearings be- 
fore a subcommittee of the Committee on 
Government Operations, House of Representa- 
tives, (Feb. 24 and 25, 1958). 

Federal State-Local Relations, Federal Depart- 
ments and Agencies. Hearings before a sub- 
committee of the Committee on Government 
Operations, House of Representatives, March 
26, 27; April 2, 30; May 7, 8, and June 19, 
1958. 
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ments, and if prorated indirect costs of 
federal tax collection were added, the 
figures rose to 1.6 per cent.’® 

The reaction of the subcommittee to 
the existing grants was tolerant; no 
eliminations were proposed and only 
gradual reforms. The criticism that 
several grants had too many and too 
narrow categories was brushed aside. 
Narrow definition, the subcommittee 
noted, did allow precise application of a 
stimulus by the federal government and 
any tendency toward rigidity could be 
offset by allowing “ transfer of up to 20 
per cent of Federal apportionments be- 
tween the special categories of any pro- 
gram, when such transfer is requested 
by a governor and approved by the re- 
sponsible Federal agency as being in the 
public interest.” ?® The public assist- 
ance grants did draw condemnation. 
The awkwardness of four different 
grant formulas (for old age assistance, 
the blind, dependent children, the dis- 
abled) and of federal administrative 
procedures impressed the subcommittee. 
Even more unfortunate was “the in- 
equitable grant arrangement in the old- 
age assistance category ” by which the 
size of the federal grants “ varies widely 
and irrationally among the states.” *° 
Obviously the concept of need was 
being interpreted differently from state 
to state, so that in Louisiana or Okla- 
homa most people over 65 years of age 
were put on the rolls, while in New 
Jersey or Delaware a strict means test 


18 Report on Federal State-Local Relations, Ap- 
pendix B, where a study by I. M. Labovitz of the 
Legislative Reference Service is reported. The ad- 
ministrative costs vary from 1/10 of 1 per cent for 
public assistance to 5.1 per cent for grants made by 
the Children’s Bureau. 


19 [bid., p. 43. 
20 Ibid., p. 43. 
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was applied. This is an old scandal, 
and the subcommittee merely “ recom- 
mended that the Department of Health, 
Education, and Welfare study and re- 
port on feasible methods for improving 
the equitableness of Federal financial 
participation .. .” ** 

Looking to the future, the subcom- 
mittee had some useful, if unimagina- 
tive, suggestions, a good many being 
borrowed from the Kestnbaum Report. 
Congress in legislating should keep in 
mind an over-all structure for grants as 
a system, and not focus simply on each 
particular bit of legislation. If this 
were done, more uniformity in formu- 
las, conditions, and procedures would 
result. Congress should, when framing 
a new grant, indicate the goals it 
sought; whether its intention was to 
stimulate or to support state action; 
and, if possible, a termination date. 
Periodic review and assessment of pro- 
grams should be provided. 

The subcommittee also recommended 
establishment of a permanent Advisory 
Commission on Intergovernmental Re- 
lations of 26 members drawn from Con- 
gress, the Executive branch, Governors, 
State Legislatures, Mayors, and elected 
county officers. Serviced by a small pro- 
fessional staff, this body was to serve as 
a liaison between the federal govern- 
ment and the states so that federal action 
would be taken with an awareness of the 
state viewpoint; it would serve, further, 
to review and appraise existing pro- 


21 [bid., p. 44: The subcommittee made other 
recommendations which will merely be noted here. 
It wanted the states to be allowed to reduce their 
payroll taxes for unemployment insurance below 2.7 
per cent on a flat basis. It recommended repeal of 
section 12 of the Hayden-Cartwright Act requiring 
states to earmark motor-user taxes for highway pur- 
poses. It wanted amendment of the Vocational Re- 
habilitation Act to allow states to choose an appropri- 
ate state agency to administer this program. 
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grams. The recommendation was en- 
acted into law on September 24, 1959, 
and on December 8, President Eisen- 
hower announced the membership of 
the new Commission. With Mr. Frank 
Bane as chairman, the Commission has 
set up shop. 

In addition to these pragmatic and 
common-sense recommendations, the 
subcommittee raised two major theoret- 
ical issues. What should be the bases of 
distribution of federal grants? Over 
the past half-century, a great variety of 
formulas has been enacted, and much of 
the variety is sheer confusion. Before 
the 1930’s, Congress usually agreed to 
reimburse state and local governments 
by grants for some constant fraction 
(often one-half) of their approved ex- 
penditure on a function. Since then, 
many grant formulas have varied the 
federal share according to the richness 
or poverty of a state, measured by per 
capita income. This has been called, 
somewhat loosely, “equalization.” Is 
per capita income a good basis for dis- 
tribution of grants? The subcommittee 
observed that it ignores (1) “ the rela- 
tively large Federal income tax with- 
drawals from the high-income states” 
(the “ federal drain”), as well as (2), 
the greater need for and cost of certain 
governmental functions “in densely 
populated industrial states.” These fac- 
tors could and should be appraised. 
Adjustment of per capita income to 
take account of the “federal drain” 
would not be difficult,”* and weights 
could be framed to indicate the cost of, 
and need for, specific governmental 


221t would require measuring the incidence of 
federal taxes. The subcommittee was aware that 
this had been done, and it presented “ for illustra- 
tion only” the results of “several unofficial studies.” 
(Ibid., p. 42). The meaning of “ unofficial” here is 
unclear, since the studies were made for official use. 
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services. 

The subcommittee called attention to 
another, and neglected, aspect of equal- 
ization, namely, the extent of state-local 
effort in providing a service. If a poor 
state provides a low level of expenditure 
for a service should the federal govern- 
ment reimburse by grants a high per cent 
of the expenditure? Should not the fed- 
eral grant be related to state effort as 
well as to state poverty? What would 
be an equitable measure of state-local 
fiscal effort? “As a rough approxima- 
tion,” the subcommittee suggested “* the 
ratio of state and local tax collections to 
total personal income received by resi- 
dents of the state.”** Such a figure 


does show the aggregate fiscal effort of 
government in a state, but the problem 
is to secure a measure of effort with re- 
spect to a specific function in receipt of 
federal grants. The federal government 
might, for example, decide that state 


and local government in each state 
should, as a minimum, devote a sum 
equal to x per cent of personal income 
received by residents of the state to old 
age assistance and that achievement of 
this minimum level of expenditure 
would be a condition of federal grants. 
Some such change is worthy of serious 
Congressional consideration. 
+ a ca 

This paper has described the activity, 
legislative and executive, growing out 
of the Kestnbaum Report. Is this a 
good omen? Will it bring improve- 
ment in federal-state financial relations? 


23 [bid., p. 43. 
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So far the main effort, designed to shift 
back to the states certain small func- 
tions now in receipt of federal grants, 
has been inept in conception and in tac- 
tics. It is, of course, unfortunate that 
federal grants, once started, should go 
on forever. This is a fault of many 
federal programs, no matter how fi- 
nanced, and grant programs are the 
more tenacious of life because the direct 
beneficiaries are other governments. It 
is unrealistic to believe that, if only a 
start could be made by elimination of 
minor grants, greater progress would 
follow. 

If, in the future, Congress wants pro- 
grams to taper off, it should so provide 
in the original legislation, and it should 
also set up machinery to bring about 
their demise. Grant programs, old and 
new, should be scrutinized and revised 
annually so that, in time, a system of 
grants will take shape with consistent 
administrative rules and financial condi- 
tions. New grants will continue to be 
enacted by Congress. Indeed, during 
the postwar years 1946-56, 22 new 
grant programs have been started.** If 
the new Commission on Intergovern- 
mental Relations could look ahead and 
identify functions properly handled 
through grants, perhaps some order 
could be brought into the hodge-podge. 
Could not part of the price of new 
grants be revision or reform of old ones? 
Such a quid pro quo might be more 
practical than federal relinquishment of 
revenue sources to the states by tax 
credit or outright federal withdrawal. 


24 Ibid., p. 8. 





INTEREST RATES FOR GOVERNMENT 
LENDING PROGRAMS 


ARNOLD H. DIAMOND * 


i RECENT years there has been con- 
siderable discussion, particularly in 
Congress, regarding the degree of sub- 
sidization for federal government lend- 
ing programs. The present paper is 
concerned with some of the problems 
relating to the identification and meas- 
urement of the subsidization of interest 
rates charged under government loan 
programs. 

For the purpose of this paper, a sub- 
sidy is defined as: “‘ Financial assistance 
which does not contemplate complete re- 
covery of the amounts advanced, in the 
aggregate, or which does not contem- 
plate the recovery of an appropriate 
charge for their use determined on an 
objective basis, should be considered a 
subsidy activity.” * 

According to the First Hoover Com- 
mission—“ Lending means to assist 
financially, but only for a period of 
time of definite duration after which 
the amounts advanced for assistance are 
to be repaid, together with an appropri- 
ate charge for their use, determined on 
an objective basis. The basis underlying 

* The writer is an economist with the Community 
Facilities Administration, Housing and Home Finance 
Agency. The writer wishes to thank his friends 
and associates for various suggestions. The views ex- 
pressed are entirely those of the writer and do not 
necessarily reflect those of the Community Facilities 


Administration or those of the Housing and Home 
Finance Agency. 


1The Commission on Organization of the Execu- 
tive Branch of the Government Task Force Report on 
Lending Agencies (January 1949) p. 10. 


the charge for use should be related to, 
but not necessarily determined by, the 
open market. A lending activity is self- 
sustaining; the aggregate of the interest 
charges to borrowers should be sufficient 
to cover (a) interest costs, (b) expenses 
of administration, and (c) collection 
losses.” Accordingly, if an interest 
rate for a federal loan program is to be 
self-sustaining, i.e., unsubsidized, it 
should be sufficient to cover the cost of 
money to the Treasury, the cost of loan 
administration and the cost of establish- 
ing an adequate reserve for collection 
losses. 

A subsidy may also be defined in 
terms of market prices, ie., a subsidy 
arises when the interest rate charged on 
a government loan is lower than the 
rate of interest which the borrower 
would have to pay to private lenders. 
However, in this paper a “ cost ” defini- 
tion is employed because it provides a 
means for measuring in terms of the 
government budget the degree of sub- 
sidization for a government loan pro- 
gram. 


1. Types of Interest Rate Formulas 


Over the years a variety of interest 
rate formulas have been evolved to de- 
termine the cost of money to the Treas- 
ury for the purpose of setting an ap- 
propriate rate of interest for federal loan 
programs. Almost all of the formulas 


2 Ibid. 
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involve the implicit assumption that the 
cost of money to the Treasury should 
be based on the cost of borrowed funds 
to the Treasury (for which interest is 
paid) and not the cost of tax funds (for 
which no interest is paid) .* This assump- 
tion in turn reflects the belief that funds 
for government loan programs will be 
raised by borrowing (involving a possi- 
ble burden, in the event losses arise, 
upon future taxpayers) rather than by 
taxation (where the full impact of gov- 
ernment loans is upon current tax- 
payers) .* 

Thus, the cost of money to the Treas- 
ury has been generally defined as the 
cost of borrowed funds. There are 
differing opinions as to which borrowed 
funds cost should be used to measure 
the cost of money to the Treasury. 
Some have contended that the cost of all 
borrowed funds should be used; ° others 
prefer that only the cost of funds bor- 


rowed in the capital market be used; ° 


3 Under the federal program to assist state and 
local government planning of public works the fed- 
eral advances are repayable without interest. (c.f. 58 
Stat. 785, 791, 50 App. USC 1671; 63 Stat. 841, 
40 USC 451; and 68 Stat. 590, 641, as amended by 
69 Stat. 635, 641.) 


4 Where there is a budget deficit or where a budget 
surplus occurs but there is an outstanding public debt, 
funds for government loan programs are in a sense 
obtained from borrowing. If these funds were not 
needed for government lending, either the budget 
deficit could have been reduced or part of the out- 
standing public debt could have been retired. 


5. . . the average annual interest rate on all 
interest-bearing obligations of the United States then 
forming a part of the public debt as computed at the 
end of the fiscal year next preceding...” (formula 
for college housing loans), Public Law 345, 84th 
Congress; 69 Stat. 635, 644. 


6“ |. the average rate at the beginning of each 
fiscal year on the oustanding interest-bearing mar- 
ketable public debt obligations of the United States 
. . » but not in excess of two percent...” (formula 
for rural electrification loans), Memorandum of 
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others seek refinements to the effect that 
interest costs should be measured in 
terms of current market yields rather 
than by interest rates now being paid ‘ 
and that calculations should be made in 
terms of comparable maturities of the 
loans being made ® rather than in terms 
of all maturities.° There are some who 
question whether borrowing cost should 
be measured net or gross of income 
taxes*® and whether the computation 
of borrowing cost should be made when 
an application is initially processed under 
a federal loan program or when the 
federal loan funds are actually dis- 


bursed. 


2. Interest-bearing Debt v. Marketable 
Debt 


As of June 30, 1959, the total in- 
terest-bearing debt of the federal gov- 
ernment amounted to $281.8 billion of 
which $178.0 billion or 63 per cent were 





Agreement, August 8, 1947, between the Secretary 
of the Treasury and the Rural Electrification Ad- 
ministrator. 


7. . . the estimated average yield to maturity 

. on all outstanding marketable obligations of the 
United States having a maturity date of fifteen or 
more years” (‘going Federal rate...” for the 
public housing program), Public Law 94, 83rd Con- 
gress; 67 Stat. 121, 128. 


8“. . the current average market yields of out- 
standing marketable obligations of the United States 
having maturities comparable to the loans made by 
the department or agency . . .” (proposed omnibus 
interest rate formula based on Second Hoover Com- 
mission recommendation), S. 2427 and H.R. 8714, 
85th Congress introduced in July 1957. 


9“. , the current average yield on all outstand- 
ing marketable obligations of the United States 
és (formula for hospital construction loans), 
Public Law 85-589, 72 Stat. 489. 


10 George F. Break “How to Appraise Quantita- 
tively the Effects of Government Economic Policy: 
Federal Loan Insurance and Guaranty Programs,” 
paper presented at the annual meeting of the Ameri- 
can Economic Association, December 1958, p. 7. 


” 
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marketable obligations (Treasury bills, 
certificates of indebtedness, Treasury 
notes and Treasury bonds), $59.0 bil- 
lion or 21 per cent were nonmarketable 
obligations (mainly United States sav- 
ings bonds and Treasury bonds, invest- 
ment series) and $44.8 billion or 16 per 
cent were special issues (held by various 
government trust funds such as the 
Civil Service Retirement Fund, the Fed- 
eral Old-Age and Survivors Insurance 
Trust Fund, the National Service Life 
Insurance Fund, the Railroad Retire- 
ment Account and the Unemployment 
Trust Fund)."’ If the cost of money to 
the Treasury is defined as the cost of 
borrowed funds, it follows that measure- 
ment of such cost should reflect the in- 
terest rates on all Treasury indebtedness, 
as of the date of calculation, irrespective 
of whether the obligations are market- 
able, nonmarketable or special issues. 

Alternatively, it can be argued that 
the cost of money to the Treasury for 
funds that will be used for federal loans 
should be measured by what the Treas- 
ury would have to pay if it were to bor- 
row the funds at the present time. Since 
the financial resources of the govern- 
ment trust funds are limited to the con- 
tributions into such funds and since the 
availability of funds from the sale of 
nonmarketable obligations is subject to 
many imponderables,’* as a practical 
matter, the only immediate source for 

11 Daily Statement of the United States Treasury, 
June 30, 1959, p. 5. 


12 Rate of savings, willingness to hold savings bonds 
in preference to other forms of savings, the uncer- 
tainties of savings bond redemptions which could 
nullify the effects of a vigorous savings bond sales 
campaign (see Herbert Spero and John A. Leavitt, 
“War Bonds, A Solution Now ... A Problem 
Later” Bankers Magazine Vol. 144 No. 6 (June 
1942) pp. 487-490.) Treasury bonds, investment 
series are not a ready source of new funds. 
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additional Treasury borrowing is through 
the issuance of marketable obligations.’ 
This alternative approach suggests that 
Treasury funds, irrespective of the 
source, can in some way be identified 
and that the cost of each dollar of such 
funds can be determined. Thus, former 
Secretary of the Treasury Humphrey, in 
discussing a comparable subject, de- 
clared: “‘ An interest rate change affects 
only the current borrowing at the mo- 
ment. The borrowing next week is at 
a different rate from this week, and the 
week after that is at another rate, and all 
the debt which is outstanding in the 
meantime . . . is not affected a penny be- 
cause it is out at fixed rates.” 

On the other hand, some commen- 
tators doubt that it is possible to distin- 
guish one dollar of federal indebtedness 
from another. For example, Senator 
Fulbright stated: “‘ The Senator from 
Arkansas cannot agree with the Sena- 
tor from Connecticut as to what the 
cost of the money is. All the dollars 
which the federal government borrows 
are indistinguishable. At all times it 
has money borrowed for long and short 
periods; and the average cost is to be 
paid in this instance.” *® 

From the foregoing it is apparent 
that if the cost of money to the Treas- 
ury were to be measured solely on the 
basis of interest rates on marketable ob- 


13 The relatively high cash attrition of Treasury 
refundings during the first half of 1959 indicates 
that even the capital market is not always an as- 
sured source for additional Treasury borrowing. 


14 Hearing before the Subcommittee on Economic 
Stabilization of the Joint Committee on the Eco- 
nomic Report, 84th Congress, Second Session (June 
12, 1956), p. 16. 


15 Statement by Senator William Fulbright in the 
debate on the 1956 housing legislation. Congressional 
Record (May 24, 1956) p. 8036. 
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ligations, such a measurement would dis- 
regard about 37 per cent of the out- 
standing federal debt. If, however, the 
cost of money measurement were to be 
based upon the interest rates of all in- 
terest-bearing obligations, inadequate 
weight would be given to the probable 
source of new federal loan funds—the 
capital market. 


3. Coupon Rates v. Current Yields 


A related problem is whether to de- 
termine the cost of money to the Treas- 
ury on the basis of the interest rates 
actually being paid on the outstanding 
public debt (coupon rates) or on the 
basis of current market yields. Some 
people contend that for a federal loan 
program the cost of money is equal to 
the interest rate “which the Treasury 
itself would have to pay if it went into 
the market to borrow the funds for a 


”16 They 


comparable length of time. 
further observe: “ It is unrealistic to as- 
sume that when the Treasury lends 
money to an agency it somehow can dip 
into a fund which represents the com- 
posite of all of its past borrowings still 


outstanding.” *7 


In essence, given the same maturities, 
is the cost of money to the Treasury its 
average interest rate or the marginal in- 
terest rate for new funds? ** When the 
Treasury borrows additional funds, it 
does not at the same time refund all its 


16 Statement by Senator Prescott Bush in the 
Senate debate on the 1957 housing legislation. Con- 
gressional Record (May 29, 1957) p. 7226. 


17 Ibid. 


18“ Finally, for services . . . which are partly 
for the general public and partly for direct govern- 
ment use, should the government recover the average 
cost or the marginal cost?” Robert L. Hubbell, 
“Concealed Subsidies in the Federal Budget” Na- 
tional Tax Journal, Vol. X, No. 3 (September 1957) 
p. 218. 
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outstanding obligations. Thus, it is 
argued that the interest rate which the 
Treasury pays for such additional funds 
reflects the current market situation 
rather than the average of interest rates 
being paid on past borrowings. 

The reality of this viewpoint depends 
upon whether it can be shown that the 
Treasury actually borrows additional 
funds in the capital market for the 
specific purpose of financing federal 
loan programs. There are a number of 
people who doubt this situation and who 
contend that the moneys for federal 
loan programs come from general Treas- 
ury funds—tax and customs receipts, 
refunding of maturing indebtedness and 
miscellaneous receipts. For example, 
Senator Fulbright observed: “It is im- 
material to argue that one Federal dollar 
costs more than another. All Federal 
dollars are alike. The true measure of 
the cost of Federa! money is the average 
cost of the Federal debt.” 

Implicit in the viewpoint that the 
cost of money for federal loan programs 
should be geared to the current cost of 
borrowing is the belief that Federal fi- 
nances should reflect some order of pri- 
ority akin to the priorities observed by 
private corporations and municipal gov- 
ernments. Thus, in a Senate debate on 
interest rates for Federal loans, Senator 
Bush argued: “* The Federal Government 
should, if its finances are to be managed 
prudently, give a first claim on current 
tax revenues to current operating ex- 
penses, such as defense expenditures. It 
should give a second priority to meeting 
the maturing debt. Finally, it should 
give a third priority to capital projects 
and long-term investments such as col- 
lege housing loans. These are in effect 


19Statement by Senator William Fulbright, op. 
cit., p. 8039. 
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financed by new borrowing when cur- 
rent income is insufficient.” *° 

This statement, perhaps unwittingly, 
points up the basic paradox in the debate 
on an appropriate measure of the cost of 
money for federal loan programs. In 
order to support their contention that 
the appropriate cost of money is the 
current cost of new borrowings, the ad- 
vocates of the “current yield ” formula 
ultimately rest their case on a priority 
system for federal expenditures. They 
argue that federal expenditures consist 
of (a) current operating expenses and 
maturing debt, and (b) capital projects 
and long-term investments, i.e., a cur- 
rent budget and a capital budget. Yet, 
it is doubtful whether advocates of the 
“current yield” formula would favor 
breaking down the federal budget into 
a current budget and a capital budget.”* 
On the other hand, those who argue that 
in measuring the cost of money to the 
Treasury it is not possible to distinguish 
one debt dollar from the other, are, in 
the main, leading advocates of a federal 
capital budget.” 


4. Comparable Maturities 


The proposition that the cost of 
money to the Treasury should be meas- 
ured by current market yields also in- 
volves the related proposition that these 
yields should reflect maturities of Treas- 
ury obligations comparable to the loans 
being made under the federal lending 


20 Statement of Senator Prescott Bush, op. cit., 
p. 7226. 


21 Advocates of the “current yield” formula 
feel that there is no necessary relationship between 
such a formula and the use of a capital budget. 


22See S. 1244, 86th Congress, introduced by 
Senators Morse, Proxmire, Bartlett, Neuberger, Mag- 
nuson, Gruening and Hart and S. 1560, 86th Con- 
gress, introduced by Senator Humphrey. 
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program. Thus, if long-term loans are 
to be made, the relevant Treasury mar- 
ket yield would be the long-term yield 
of comparable maturity.” For 40-year 
loans the comparable maturity would 
be the market yield of 40-year Treasury 
obligations. 

The apparent exactness of this prop- 
osition does not work out in practice. 
First of all, the Treasury does not have 
outstanding marketable obligations for 
each annual maturity running say from 
one to forty years. For bonds with re- 
maining maturities in excéess of five 
years, as of December 31, 1959, there 
were 19 of such bond issues with ma- 
turities for 14 different years.** Thus, 
it is necessary to estimate most of the 
current market yields for the different 
annual maturities. 

Secondly, for the annual maturities 
for which there are outstanding Treas- 
ury obligations there are a host of fac- 
tors which do not lend themselves in 
the aggregate to meaningful market 
yield quotations for this purpose. The 
daily bid and ask quotations of govern- 
ment security dealers for Treasury obli- 
gations > reflect such factors as the 
amount outstanding for a particular 
issue, the coupon interest rate which will 
in part determine whether the prices are 

23 Senator Douglas: “If you float new bonds under 
this program, you probably would have to float 
them for long periods of time, would you not, rather 
than floating them on short terms? Therefore, the 
added cost would be the cost of long-term borrow- 
ings, not the cost of average borrowings, and that 
involves a subsidy.” Hearings before a Subcommittee 


of the Senate Banking and Currency Committee on 
the Housing Act of 1955 (May 1955), p. 263. 


24 Daily Statement of the United States Treasury 
(December 31, 1959) pp. 6:7. 


25.f. Government security quotation sheets is- 
sued by the Discount Corporation of New York, 
C. J. Devine and Co., the First Boston Corporation 
or Salomon Brothers and Hutzler. 
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at a premium or a discount, the tax ef- 
fects accruing from such premium or 
discount prices and the availability of a 
call feature. A market for a Treasury 
security issue is made by the willingness 
of bond dealers to quote different bid 
and ask prices so that the “ current mar- 
ket yield” is an average of bid quota- 
tions of different dealers. It should be 
recognized that dealer price quotations 
are for transactions involving small 
blocks of bonds whereas, when the 
Treasury sells an issue, the amount may 
run from several hundred million dollars 
to several billion dollars. The size of a 
bond offering obviously will influence 
the market yield. In view of these fac- 
tors, the Treasury Department interpo- 
lates the current market yields of all 
maturities.”® 

Thirdly, Treasury security issues are 
term loans, i.e., an entire issue of securi- 
ties matures at a fixed date (unless the 
securities are callable) whereas loans 
made under many of the Federal loan 
programs are serial loans, i.e., they are 
repaid in partial installments each year 
over a specified loan period. To deter- 
mine the cost of money on the basis of 
interpolated market yields of compara- 
ble maturities, one can either (a) com- 
pute for each annual installment (for 
a bond issue each annual maturity) the 
interpolated market yield for the com- 
parable maturity and then calculate the 
average interpolated market yield for 
the entire loan or (b) compute the aver- 


26 In practice, the Federal Reserve Bank of New 
York compiles the daily closing bid prices for 
Treasury obligations of several of the government 
security dealers and transmits the average bid price 
for each issue to the Board of Governors of the Fed- 
eral Reserve System and to the Treasury Depart- 
ment. The Treasury Department staff converts the 
price quotations into yield quotations and this data 
serves as the basis for the Treasury Department 
interpolations. 
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age life of a serial loan and find the 
relevant interpolated market yield for 
the computed average life. Under pro- 
cedure (a) the interpolated market 
yields for Treasury obligations in June 
1958, when applied to the annual ma- 
turities of 40-year and 30-year serial 
bond issues?’ produced average com- 
puted market yields of 3.19 per cent in 
the case of a 40-year serial loan and 3.11 
per cent in the case of a 30-year serial 
loan. Under procedure (b) the average 
life of 40-year and 30-year serial loans 
are approximately 23 years and 17 years, 
respectively. According to the Treas- 
ury Department, the relevant computed 
market yield for 40-year and 30-year 
serial loans is the interpolated market 
yield for 20-year and 15-year Treasury 
obligations, respectively."2 In June 
1958, the computed 20-year Treasury 
yield was 3% per cent and the 15-year 
yield was 3 per cent, both rounded to 
the nearest % per cent. Thus, either 
procedure produces roughly the same re- 
sult, but procedure (b) is much easier to 
calculate.” 


27 Derived from actual loans made by HHFA, 
one repayable in 2-39 years and the other repayable 
in 2-29 years. 


28 When the interest rate on HHFA borrowing 
from the Treasury for college housing loan funds 
was based on the interpolated market yield of United 
States obligations of comparable maturity (pursuant 
to Public Law 94, 83rd Congress; 67 Stat. 121, 128), 
the Treasury loaned HHFA funds for 40-year col- 
lege housing loans at an interest rate equal to the 
computed market yield for 20-year Treasury obliga- 
tions. HHFA borrows funds from the Treasury for 
30-year public facility loans at an interest rate equal 
to the computed market yield for 15-year Treasury 
obligations. 


29 Under procedure (a) the maturity schedule may 
differ from loan to loan, necessitating 2 separate cal- 
culation for each loan. Under procedure (b) round- 
ing to 15 or 20 years, coupled with the rounding 
of calculations to the nearest Yeth, provides a reason- 
able approximation of the average yield, taking into- 
account the heavier weight that has to: be given to: 











financed by new borrowing when cur- 
rent income is insufficient.” *° 

This statement, perhaps unwittingly, 
points up the basic paradox in the debate 
on an appropriate measure of the cost of 
money for federal loan programs. In 
order to support their contention that 
the appropriate cost of money is the 
current cost of new borrowings, the ad- 
vocates of the “current yield ” formula 
ultimately rest their case on a priority 
system for federal expenditures. They 
argue that federal expenditures consist 
of (a) current operating expenses and 
maturing debt, and (b) capital projects 
and long-term investments, i.e., a cur- 
rent budget and a capital budget. Yet, 
it is doubtful whether advocates of the 
“current yield” formula would favor 
breaking down the federal budget into 
a current budget and a capital budget.”! 
On the other hand, those who argue that 
in measuring the cost of money to the 
Treasury it is not possible to distinguish 
one debt dollar from the other, are, in 
the main, leading advocates of a federal 
capital budget.” 


4. Comparable Maturities 


The proposition that the cost of 
money to the Treasury should be meas- 
ured by current rmarket yields also in- 
volves the related proposition that these 
yields should reflect maturities of Treas- 
ury obligations comparable to the loans 
being made under the federal lending 


20Statement of Senator Prescott Bush, op. cit., 
p. 7226. 


21 Advocates of the “current yield” formula 
feel that there is no necessary relationship between 
such a formula and the use of a capital budget. 


22See S. 1244, 86th Congress, introduced by 
Senators Morse, Proxmire, Bartlett, Neuberger, Mag- 
nuson, Gruening and Hart and S. 1560, 86th Con- 
gress, introduced by Senator Humphrey. 
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program. Thus, if long-term loans are 
to be made, the relevant Treasury mar- 
ket yield would be the long-term yield 
of comparable maturity.”* For 40-year 
loans the comparable maturity would 
be the market yield of 40-year Treasury 
obligations.’ 

The apparent exactness of this prop- 
osition does not work out in practice. 
First of all, the Treasury does not have 
outstanding marketable obligations for 
each annual maturity running say from 
one to forty years. For bonds with re- 
maining maturities in excess of five 
years, as of December 31, 1959, there 
were 19 of such bond issues with ma- 
turities for 14 different years.** Thus, 
it is necessary to estimate most of the 
current market yields for the different 
annual maturities. 

Secondly, for the annual maturities 
for which there are outstanding Treas- 
ury obligations there are a host of fac- 
tors which do not lend themselves in 
the aggregate to meaningful market 
yield quotations for this purpose. The 
daily bid and ask quotations of govern- 
ment security dealers for Treasury obli- 
gations > reflect such factors as the 
amount outstanding for a particular 
issue, the coupon interest rate which will 
in part determine whether the prices are 

23 Senator Douglas: “If you float new bonds under 
this program, you probably would have to float 
them for long periods of time, would you not, rather 
than floating them on short terms? Therefore, the 
added cost would be the cost of long-term borrow- 
ings, not the cost of average borrowings, and that 
involves a subsidy.” Hearings before a Subcommittee 


of the Senate Banking and Currency Committee on 
the Housing Act of 1955 (May 1955), p. 263. 


24 Daily Statement of the United States Treasury 
(December 31, 1959) pp. 6-7. 


25C.f. Government security quotation sheets is- 
sued by the Discount Corporation of New York, 
C. J. Devine and Co., the First Boston Corporation 
or Salomon Brothers and Hutzler. 
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at a premium or a discount, the tax ef- 
fects accruing from such premium or 
discount prices and the availability of a 
call feature. A market for a Treasury 
security issue is made by the willingness 
of bond dealers to quote different bid 
and ask prices so that the “ current mar- 
ket yield” is an average of bid quota- 
tions of different dealers. It should be 
recognized that dealer price quotations 
are for transactions involving small 
blocks of bonds whereas, when the 
Treasury sells an issue, the amount may 
run from several hundred million dollars 
to several billion dollars. The size of a 
bond offering obviously will influence 
the market yield. In view of these fac- 
tors, the Treasury Department interpo- 
lates the current market yields of all 
maturities.”* 

Thirdly, Treasury security issues are 
term loans, i.e., an entire issue of securi- 
ties matures at a fixed date (unless the 
securities are callable) whereas loans 
made under many of the Federal loan 
programs are serial loans, i.c., they are 
repaid in partial installments each year 
over 2 specified loan period. To deter- 
mine the cost of money on the basis of 
interpolated market yields of compara- 
ble maturities, one can either (a) com- 
pute for each annual installment (for 
a bond issue each annual maturity) the 
interpolated market yield for the com- 
parable maturity and then calculate the 
average interpolated market yield for 
the entire loan or (b) compute the aver- 


26 In practice, the Federal Reserve Bank of New 
York compiles the daily closing bid prices for 
Treasury obligations of several of the government 
security dealers and transmits the average bid price 
for each issue to the Board of Governors of the Fed- 
eral Reserve System and to the Treasury Depart- 
ment. The Treasury Department staff converts the 
price quotations into yield quotations and this data 
serves as the basis for the Treasury Department 
interpolations. 





INTEREST RATES 325 


age life of a serial loan and find the 
relevant interpolated market yield for 
the computed average life. Under pro- 
cedure (a) the interpolated market 
yields for Treasury obligations in June 
1958, when applied to the annual ma- 
turities of 40-year and 30-year serial 
bond issues *’ produced average com- 
puted market yields of 3.19 per cent in 
the case of a 40-year serial loan and 3.11 
per cent in the case of a 30-year serial 
loan. Under procedure (b) the average 
life of 40-year and 30-year serial loans 
are approximately 23 years and 17 years, 
respectively. According to the Treas- 
ury Department, the relevant computed 
market yield for 40-year and 30-year 
serial loans is the interpolated market 
yield for 20-year and 15-year Treasury 
obligations, respectively.% In June 
1958, the computed 20-year Treasury 
yield was 3% per cent and the 15-year 
yield was 3 per cent, both rounded to 
the nearest % per cent. Thus, either 
procedure produces roughly the same re- 
sult, but procedure (b) is much easier ta 
calculate.” 


27 Derived from actual loans made by HHFA, 
one repayable in 2-39 years and the other repayable 
in 2-29 years. 


28 When the interest rate on HHFA borrowing 
from the Treasury for college housing loan funds 
was based on the interpolated market yield of United 
States obligations of comparable maturity (pursuant 
to Public Law 94, 83rd Congress; 67 Stat. 121, 128), 
the Treasury loaned HHFA funds for 40-year col- 
lege housing loans at an interest rate equal to the 
computed market yield for 20-year Treasury obliga- 
tions. HHFA borrows funds from the Treasury for 
30-year public facility loans at an interest rate equal 
to the computed market yield for 15-year Treasury 
obligations. 


29 Under procedure (a) the maturity schedule may 
differ from loan to loan, necessitating a separate cal- 
culation for each loan. Under procedure (b) round- 
ing to 15 or 20 years, coupled with the rounding 
of calculations to the nearest Yeth, provides a reason- 
able approximation of the average yield, taking into 
account the heavier weight that has to be given: to 








326 


While current market yields can be 
estimated for various maturities, it does 
not necessarily follow that the Treasury 
actually does or will borrow funds peri- 
odically with such maturities. In the 
case of long-term bonds, i.c., with ma- 
turities in excess of ten years, the Treas- 
ury, during the seven year period end- 
ing December 31, 1959, floated only 
nine such marketable bond issues as fol- 
lows: *° 











Date of Interest Amount 
Issue Term Rate (millions) 
4-1-59* 11 years 4 per cent $ 619 
10-1-57 4: 6% 4 1,276 
12-2-57 6 gpg 3% 651 
1-23-59 mn 4 884 
5-1-53 > ied 3% 1,606 
6-3-58 «Tl 3% 1,135 
2-14-58 eh 3% 1,727 
2-15-55 40 “ 3 1,924 
7-11-55 * Bh. 3 821 


* Reopening of bond issue previously offered. 





In view of the relatively few Treasury 
long-term bond issues, some observers 
question the advisability of measuring 
the cost of money to the Treasury in 
terms of current yields of comparable 
maturity. Thus, Senator Douglas de- 
clared: ‘“‘ Since the administration has 
failed in its effort to eliminate short- 
time debts, and since those kinds of 
debts constitute the major portion of 
Government borrowing, is it not reason- 
able to assume they will continue in the 
future, and that therefore the cost of 
one Government dollar which will be 
borrowed will be approximately the 
same as another Government dollar 
which will be borrowed? ” *? 
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the longer maturities (larger maturity amounts times 
longer time period times higher interest rate), which 
is largely offset by the relative flatness of the yield 
curve for the longer maturities (over 20 years). 


80 Daily Statement of the United States Treasury 
(December 31, 1959), p. 7. 
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5. Other Aspects 


Underlying the foregoing discussion 
on interest rates for federal loan pro- 
grams is the assumption that where such 
interest rates are based on current mar- 
ket yields, the interest rate for an indi- 
vidual loan would be established at 
about the time the loan funds are actu- 
ally expended. Only in this way would 
the interest rate for federal loans fully 
reflect what the Treasury has to pay if 
it were to go into the capital market to 
borrow money for the federal loan, 
This time relationship becomes exceed- 
ingly important for proper implementa- 
tion of the “current market yields” 
theory during periods of volatile fluctua- 
tions of interest rates. In recent years 
the computed market yield for 15-year 
Treasury obligations rose from 3 per 
cent in May 1956, to 3% per cent in 
May 1957, declined to 27% per cent in 
May 1958, and increased to 414 per cent 
in May 1959. 

This requisite time relationship be- 
tween interest rate determination and 
federal loan expenditure does not occur 
under most of the existing federal loan 
programs. For example, under the col- 
lege housing loan program the interest 
rate for an individual loan is established 
at the time funds are reserved for the 
project, which is usually within 60 days 
following receipt of an application for 
aloan. A study of 178 college housing 
loans approved during fiscal year 1957, 
of which the bonds have been sold to 
the Housing and Home Finance Agency, 
found that on the average the bond sale 
occurred about 21 months after the 
fund reservation. Actual delivery of 


831 Senator Paul Douglas in the Senate debate on 
the housing legislation of 1956 Congressional Record 
(May 24, 1956) p. 8037. 
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the bonds to HHFA and disbursement 
of the Federal loan funds generally 
takes another 3 months so that about 
two years usually elapses between the 
date the interest rate is set and the date 
the Federal loan funds are expended. 
Under the public facility loan program, 
where the interest rate for an individual 
loan is established at the time an appli- 
cation for a loan is accepted, a similar 
time lag occurs.* 

Thus, as a practical matter, proper 
implementation of the current market 
yield interest rate formula would be ex- 
ceedingly difficult to achieve. Con- 
ceivably, it might be possible to add an 
interest rate “escalator clause” into 
each loan agreement contract between 
the government agency and a borrower 
which would permit the agency to ad- 
just at the time of disbursement the 
interest rate on the government loan 
from that originally established for the 
loan in order to reflect current market 
yields). However, the administrative 
unwieldiness created by such action 
coupled with the uncertainties regarding 
interest rates would cause private in- 
vestors to shy away from these loans.** 


82 The early establishment of the interest rate for 
an individual loan is motivated by the problems in 
administering program funds, the need for an interest 
rate figure to measure debt service coverage, debt 
service reserves, which in turn affect the size of a 
dormitory rental or a water or sewer user charge and 
the fact that under both programs the Federal Gov- 
ernment is called upon to make advances against the 
bonds to be issued, such advances bearing the pre- 
determined rate of interest. 


33 In identical letters, dated June 3, 1957, sent to 
the Speaker of the House of Representatives and to 
the President of the Senate, the Director of the 
Bureau of the Budget supported S. 2427 and H.R. 
8714, 85th Congress: “One of the basic purposes 
of the legislation is to assure that, insofar as con- 
sistent with the purposes of the lending programs, 
all of the costs involved shall be paid by the borrower 
who benefits from the loan. At present hidden subsi- 
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Another factor frequently disre- 
garded in the consideration of interest 
rates for federal loan programs is the 
matter of taxation. Inasmuch as the 
interest on Treasury obligations is sub- 
ject to the federal income tax, the 
Treasury will recover through taxation a 
portion of the interest charge it pays 
for borrowed funds. According to a 
Treasury Department estimate, about 
one-third of the interest paid on the 
Federal debt is recouped through income 
tax collections. Thus, if the Treasury 
were to pay 41% per cent in the market, 
its borrowing cost, net of tax receipts, 
would be about 2.85 per cent and if the 
Treasury were to pay 4 per cent in the 
market, its borrowing cost, net of tax 
receipts, would be about 2.66 per cent. 

If allowance is made for subsequent 
tax receipts, the cost of borrowed funds 
to the Treasury could be regarded as 
equal to approximately two-thirds of 
the interest rates paid on the outstanding 
debt or payable on new borrowing.* 
Under such a concept, it can be argued 
that no matter which of the previously 
described interest rate formulas is used 
to define the cost of borrowed funds to 
the Treasury, the actual interest rates 
employed on all current federal loan 
programs (except the rural electrifica- 
tion program) to borrow funds from 
the Treasury would exceed the cost of 





dies exist in several programs. Removal or reduction 
of these subsidies will increase interest receipts of 
these programs and thus, reduce their budgetary re- 
quirements. In addition, any increase in interest 
rates charged will encourage substitution of private 
financing and thus, reduce Government expenditures.” 


34 Hearings before the Senate Finance Committee 
“Investigation of the Financial Condition of the 
United States,” 85th Congress (1957) Part 2, p. 785. 


35 The Treasury estimate indicates that about 40 
per cent of the interest payments on marketable obli- 
gations are recovered by taxation. 








money to the Treasury, when adjusted 
for subsequent. tax receipts. 


6. Conclusions 


To ascertain the degree of subsidiza- 
tion involved in a federal government 
loan program, it is necessary to deter- 
mine the relevant costs incurred by the 
government in making a loan and to 
compare such costs with the interest rate 
charged to borrowers for these loans. 
As detailed in previous sections, data on 
the cost of money to the Treasury for 
funds employed in the federal loan pro- 
grams is available to those who seek 
such data. Consequently, it is not clear 
why some observers argue that federal 


36C.f. Robert L. Hubbell, ‘Concealed Subsidies 
in the Federal Budget ” National Tax Journal, Vol. 
X, No. 3 (September, 1957), pp. 214-227. 





328 NATIONAL TAX JOURNAL 


loan programs involve hidden subsi- 
dies.** 

However, there is considerable dis- 
agreement as to what are the relevant 
costs and how to measure them. To 
some analysts these disagreements are 
so fundamental that identification and 
objective measurement of the degree of 
subsidization are unattainable. To 
others these disagreements can in time 
be narrowed and ultimately resolved, 
provided that the disputants seek an 
objective solution to the problems of 
quantitative identification and measure- 
ment. Such a goal, however, will be 
difficult to achieve so long as qualitative 
judgments regarding desirability or un- 
desirability of federal lending programs 
are permitted to obscure what are essen- 
tially quantitative concepts and meas- 
urements. 
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NEW SYSTEM OF DIRECT TAXATION IN CEYLON 


RICHARD GOODE * 


[8 1959 Ceylon made far-reaching 
changes in its system of direct tax- 
ation. The new system is unique in cer- 
tain respects, and it incorporates several 
provisions which have been often dis- 
cussed by tax experts but seldom 
adopted by ministers of finance. The 
system is here described in the belief 
that it will be of interest to students of 
public finance. No attempt is made to 
provide full details of tax rates and 
technical provisions or to appraise the 
suitability of the new system to Cey- 
lonese conditions. General comments 
are presented on selected aspects of the 
system. 

The new system of direct taxation was 
adopted after the government had re- 
ceived a report and recommendations 
from Mr. Nicholas Kaldor, of King’s 
College, Cambridge.’ Kaldor’s report on 
Ceylon, although briefer than his India 
report of 1956," is similar to the earlier 
document. Ceylon has gone consider- 
ably further than India in adopting 


* The author is a member of the staff of the 
Brookings Institution, Washington, D.C. Opinions and 
interpretations are his own and do not necessarily 
reflect the views of other staff members or ad- 
ministrative officers of the Institution. 


1 The report was subsequently published: Sugges- 
tions for a Comprehensive’ Reform of Direct Taxa- 
tion, Sessional Paper IV (Colombo: Government Press, 
Ceylon, April 1960), 21 pp. At the time of writing 
this paper, I had not seen the Kaldor report, and it 
has not been feasible to incorporate further references 
to it. 


1a Indian Tax Reform, Report of a Survey (New 
Delhi: Department of Economic Affairs, Ministry of 
Finance, Government of India, 1956), 139 +iv pp. 


some of Kaldor’s more novel proposals.” 

The new direct tax system of Ceylon 
includes a revised income tax; a personal 
tax incorporating a wealth tax, an ex- 
penditure tax, and a gift tax; and a re- 
vised estate duty. In putting forth his 
proposals, the Minister of Finance 
stressed that the new system was de- 
signed to achieve a more equitable dis- 
tribution of taxes by the application of 
broader measures of taxpaying ability 
and also to improve enforcement by the 
adoption of a “ self-checking ” system 
of interlocking direct taxes. The new 
system, he stated, was intended to bring 
about a “socialist redistribution of 
wealth ” while offering encouragement 
to the private sector “in its legitimate 
sphere.” 

The immediate fiscal and economic 
significance of the tax revisions in Cey- 
lon is uncertain. The new system ap- 
plies to only a small proportion of the 
population and initially will yield com- 
paratively little revenue. Since the 
adoption of the tax revisions Ceylon 
has been passing through a period of 
political upheaval. The prime minister 
was assassinated in September 1959. 
General elections were held in March 
1960, but no party gained a parliamen- 
tary majority. Parliament was dis- 
solved, and at the time of this writing 
(June 1960) new elections are sched- 

2 India enacted a capital gains tax in 1956, taxes 
on net wealth and expenditures in 1957, and a gift 
tax in 1958. For Kaldor’s views on the inadequacy 


of these measures, see Economic Weekly Annual 
(Bombay), January 1959, pp. 195-98. 
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uled for July 1960. Although there is 
no indication that taxation is likely to 
be a major issue in the elections, it is 
entirely possible that a new government 
may decide to alter or discard contro- 
versial provisions of the system of direct 
taxation. 

In submitting the 1959-1960 budget 
the Minister of Finance acknowledged 
that it had not been feasible to prepare 
reliable estimates of the yield of the 
new direct tax system. The tentative 
amounts entered in the budget show 
the yield of the new personal tax as 
equal to only about 1 per cent of total 
revenue and indicate that income tax 
revenue will decline by more than the 
yield of the personal tax. Indirect 
taxes still account for three-fourths of 
total tax revenue.® 

The following description is based on 
official documents‘ and is necessarily 
confined to the form of the legislation 
and its intentions rather than the actual 
operation of the system.® The first as- 
sessments under the new personal tax 
act were due to be made in 1960. In- 


3 Export duties, representing one-fifth of total tax 
revenue, are here classified as indirect taxes. 


4Speech of the Minister of Finance in the House 
of Representatives, April 7, 1959 (published by the 
Department of Information of Ceylon); Personal Tax 
Act, No. 14 of 1959, Parliament of Ceylon, 3d ses- 
sion, 1958-1959, May 15, 1959; Department of In- 
land Revenue, The New Tax System, Parts I and II 
(1959); Budget Speech of the Minister of Finance, 
1958-1959 and 1959-1960; Estimates of the Revenue 
and Expenditure of the Government of Ceylon for 
the Financial Year, 1st October, 1959 to 30th Sep- 
tember, 1960; The Ceylon Government Gazette, Au- 
gust 21, 1959, and October 23, 1959. 


5 For information on the tax system prior to the 
1959 revisions see Report of the Taxation Commission 
1954-55 (Colombo: Ceylon Government Press, 1955); 
Budget Speech of the Finance Minister, 1955-1956; 
U Tun Wai, “ Report of the Ceylon Taxation Com- 
mission,” Public Finance, XII (No. 2, 1957), pp. 
122-44, 
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formation is not available as to the 
progress of the assessment process. 


INCOME TAX REVISIONS 


The revisions of the income tax in- 
clude the adoption of a “ quotient ” sys- 
tem for computing liability, new pro- 
visions with respect to deductible ex- 
penses, lump-sum depreciation allow- 
ances, and the introduction of a capital 
gains tax. The corporation income tax 
was also modified. 


Taxable Unit, “ Quotient” System, 
and Rates 


The taxable unit under the individual 
income tax is the family and there is 
provision for compulsory aggregation of 
the incomes of husband, wife, children, 
and dependent relatives. Tax-free al- 
lowances or personal exemptions are 
granted. Rates are graduated according 
to a “quotient ” system. In computing 
tax the personal exemptions are first de- 
ducted and the remaining income is 
subject to a rate schedule graduated by 
brackets or slabs of income which vary 
with the quotient which in turn depends 
on the size of the family unit. The 
procedure is to multiply statutory 
brackets by the family quotient. For 
example, the statutory first bracket 
covers the first Rs.1,500° of income, 
and a family of four has a quotient of 3. 
Such a family is taxable at the first 
bracket rate of 5 per cent on three times 
Rs.1,500 or Rs.4,500 of income in ex- 
cess of personal exemptions. A family 
of two has a quotient of 2, and its first 
bracket covers the first Rs.3,000 of tax- 
able income. This system is equivalent 


6 The official exchange rate is Rs.4.7619 = US 
$1.00 or 1 rupee equals 21.00 US cents. I have re- 
frained from converting rupee sums into dollars be- 
cause I believe that, for present purposes, the conver- 
sion is more likely to be misleading than enlightening. 
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to dividing the aggregate income of the 
family unit by the quotient, computing 
tax on this amount according to the 
statutory brackets, and then multiply- 
ing by the quotient. The quotient sys- 
tem is unusual but not unique. It is 
similar to the treatment of family in- 
come in France and to income splitting 
for husbands and wives in the United 
States. 

In determining the quotient a single 
taxpayer or married man counts as 1.5 
units and wives, children, and other de- 
pendents as 0.5 unit each. The maxi- 
mum number of units allowed for any 
family is four, representing a family 
consisting of husband, wife, and four 
children or other dependents. 

The personal exemptions do not vary 
precisely with the family quotient but 
are Rs.500 or Rs.1,000 larger for mar- 
ried persons than for unmarried tax- 
payers with the same quotient.” The 
personal exemption for a husband, wife, 
and two dependent children is Rs.6,000, 
which is equal to almost 11 times the 
per capita national income of approxi- 
mately Rs.555 in 1958. In the United 
States, the personal exemptions for such 
a family are $2,400 or 1.1 times the per 
capita national income of $2,100 in 
1958. 

Under the 1959 legislation income 
tax bracket rates range from 5 per cent 
to 60 per cent. The top rate applies to 
taxable income in excess of Rs.31,500 
for single persons and Rs.63,000 for 
families of four. These incomes are, 
respectively, 57 and 113 times the na- 
tional per capita figure. In the United 

TIn recognition of the fact that unmarried persons 
in Ceylon have, according to social custom, responsi- 
bilities toward their relatives, even though the rela- 
tives may not qualify as dependents, provision is 


made for an extra tax-free allowance for single tax- 
payers with incomes of less than Rs.100,000. 
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States the 59 per cent bracket is reached 
at taxable incomes of $22,000 and 
$44,000, and the comparable multiples 
of the national per capita amounts are 
10.5 and 21. 

In Ceylon the maximum income tax 
rate had previously been 85 per cent. 
The Finance Minister originally hoped 
to reduce the maximum rate to 45 per 
cent simultaneously with the introduc- 
tion of the personal tax but decided that 
this was not feasible at the outset. Total 
direct taxes on high-income families 
are increased when account is taken of 
the personal tax as well as the income 
tax. 


Expenses 


Deductions for travel expenses of em- 
ployees earning more than Rs.1,000 a 
month are subject to a statutory limit. 
Entertainment expenses are not de- 
ductible by employers or by employees 
with salaries in excess of Rs.1,000 a 
month. One-fourth of the cost of ad- 
vertising is disallowed as a deduction. 
The motivation of the limitations on al- 
lowable deductions for travel and enter- 
tainment expenses is obviously to pre- 
vent abuses of a notorious type. The 
purpose of the limitation on deductibil- 
ity of advertising expenses is less clear. 
The Finance Minister mentioned the 
possibility that advertising may repre- 
sent in some instances capital rather than 
current expenditure and the possibility 
that entertainment expenses of certain 
kinds may be included in advertising ex- 
penses. He said, “A flat rate of dis- 
allowance has to be taken in view of the 
extreme difficulty of separating the 
actual allowable expense for the year 
concerned from the remaining part” 
(speech of April 7, 1959). 
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" Depreciation Allowances and 
Development Rebate 


Under the new law depreciation will 
be allowed on buildings for agricultural 
and industrial purposes (but apparently 
not for other buildings). Previously 
normal depreciation was not allowed on 
buildings, but initial allowances were 
granted for industrial buildings (15 per 
cent) and certain employee housing and 
welfare buildings (10 per cent and 
33 1/3 per cent). In limiting deprecia- 
tion allowances on buildings Ceylon fol- 
lowed the British tradition. The United 
Kingdom did not grant depreciation al- 
lowances for buildings until 1918, when 
“mills, factories and other similar 
premises” were made eligible for the 
allowances. Depreciation allowances 
were extended to all industrial and agri- 
cultural buildings in the United King- 
dom only in 1946.8 

On depreciable plant, machinery, and 
buildings purchased after March 31, 
1957, depreciation is allowed in a lump 
sum in the year of acquisition. The 
lump sum is calculated as the discounted 
value of the total depreciation that 
would be allowed under the declining- 
balance method over the life of the as- 
set. In order to simplify computations 
all assets are grouped into four classes 
with the following lump-sum deprecia- 
tion allowances: ° 


8 Royal Commission on the Taxation of Profits 
and Income, Final Report (Cmd. 9474, 1955), pp. 
97, 100. 


9 At a 5 per cent rate of discount these allowances 
imply useful lives for the four classes of approxi- 
mately 90 years, 45 years, 22 years, and 9 years. It 
is assumed that the declining-balance method is fol- 
lowed for 90 per cent of original cost and that the 
remaining 10 per cent is allowed as a deduction in the 
‘year following the year in which the written-down 
value is reduced to 10 per cent or less. See Kaldor, 
Indian Tax Reform, p. 76. 


[Vor. XIII 
Industrial buildings 3314% 
Durable plant and machinery 50% 
Normal machinery 6624% 
Short-lived equipment 80% 


When the depreciation allowance ex- 
ceeds current income, the excess can be 
carried forward against income of fu- 
ture years. There is no limitation on the 
number of years of carryforward; more- 
over, the amount of unabsorbed depreci- 
ation is increased by 5 per cent each 
year to reverse the discounting enter- 
ing into the determination of the lump- 
sum allowances. Gain or loss on the 
sale of depreciable assets is treated as 
ordinary income or loss for continuing 
businesses and as capital gain or loss for 
terminating businesses. 

In addition to the lump-sum depreci- 
ation allowance, a development rebate 
of 20 per cent is allowed for assets used 
in a new business or for expansion of an 
existing business; if the business under- 
taking is an “approved project” the 
development rebate is 40 per cent.’ 
The development rebate is added to the 
depreciation allowance, resulting in 
write-offs in the first year ranging from 
73 1/3 per cent to 120 per cent of cost 
for new assets used in “ approved proj- 
ects.” 


Capital Gains and Losses 


Adopting a rule often recommended 
in the United States, Ceylon has pro- 
vided that a capital gain or loss is real- 
ized when property is transferred by 
gift or at death as well as when transfers 
are effected by sale or exchange. Capi- 


10“ Approved projects” are presumably the same 
as “‘ approved investments,” which are projects which 
the Minister of Finance determines to be eligible for 
tax relief because of their contribution to the coun- 
try’s needs and its development program (Budget 
Speech, 1957-1958, p. 36). 
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tal losses may be carried forward against 
capital gains of future years, and at the 
death of the taxpayer any unabsorbed 
capital loss may be carried back against 
capital gains and ordinary income of 
the preceding three years. A _ special 
annual exemption of Rs.2,000 is allowed 
for capital gains, and additional relief 
is granted to low-income recipients of 
capital gains. Capital gains are taxed 
at the same rates as other income, sub- 
ject to a maximum rate of 45 per cent. 
(The maximum rate for ordinary in- 
come is 60 per cent.) Lottery prizes 
and sweepstake winnings are treated as 
capital gains. 


Foreign Technicians 


Foreign scientists and technicians are 
exempt from income tax if employed in 
Ceylon in a corporation wholly financed 
by the government. They are exempt 
for the first three years of their employ- 
ment in Ceylon if employed in an “ ap- 
proved ” corporation or industrial un- 
dertaking. 


Corporation Income Tax 


Under the 1959 law domestic corpo- 
rations are subject to a tax of 45 per 
cent, equal to the maximum rate ap- 
plied to capital gains of individuals, and 
a withholding tax (credited to stock- 
holders) of 33 1/3 per cent of dividends 
declared out of taxable profits. Re- 
duced rates apply to small companies. 
Taxable income of corporations includes 
capital gains. Previously corporations 
paid a profits tax of 30 per cent and an 
income tax of 39 per cent; the income 
tax with respect to distributed profits 
was treated as withholding, on the 
British model. - 

Nonresident companies are subject to 
the 45 per cent corporation income tax 
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plus a 6 per cent additional tax in lieu 
of estate duty and a further tax of 
33 1/3 per cent on remittances abroad 
or on 1/3 of taxable income, whichever 
is less. 


PERSONAL TAX 


The personal tax combines ‘the wealth 
tax, the expenditure tax, and the gift 
tax. It will be assessed on the basis of 
a formidable return to be submitted an- 
nually by the taxpayer on an eight-page 
form with provision for attachment of 
six additional schedules. The form and 
schedules call for detailed listing of the 
taxpayer’s property, receipts of income, 
receipts from capital transactions, and 
investment outlays. The taxpayer will 
also be asked to list certain expenditures 
for noncapital items which are not sub- 
ject to expenditure tax. 

Foreign technicians are granted the 
same exemptions for purposes of per- 
sonal tax as mentioned above for income 
tax. Also exempt are employees under 
the technical assistance and foreign aid 
programs of the United States and other 
countries and the United Nations and 
diplomatic representatives of foreign 
governments. 


Wealth Tax 


The wealth tax is an annual levy on 
net wealth, which is arrived at by de- 
ducting debts from the gross value of 
real and personal property. The unit 
of taxation is the family, defined in 
essentially the same way as for income 
tax, and aggregation of wealth of family 
members is compulsory. Business cor- 
porations are not subject to the tax. 
The wealth tax of Ceylon resembles 
taxes levied in Sweden, India, and a few 
other countries.’ These taxes differ 


11 For a detailed description of the Swedish tax, 
see Harvard Law School, International Program in 








from the American property tax in 
being personal taxes rather than in rem 
levies, in allowing deductions for debts, 
and in providing progressive rates. 

The new law of Ceylon includes in 
taxable wealth immovable property lo- 
cated in Ceylon and cash, bullion, se- 
curities, and accounts receivable. The 
wealth tax is not imposed on property 
such as private automobiles and furni- 
ture and household goods, expenditures 
for which are subject to the expenditure 
tax. Items exempt from wealth tax in- 
clude immovable property located out- 
side Ceylon, Ceylon government se- 
curities, patents or copyrights held in a 
personal capacity rather than as business 
assets, the surrender value of life in- 
surance policies, and pension and an- 
nuity rights. The first Rs.25,000 of 
jewelry is also exempt as are the tools 
and instruments necessary for a profes- 
sion or vocation up to the value of 
Rs.20,000. Investments in “ approved ” 
projects are exempt for the first five 
years, and investments in “ approved ” 
corporations are exempt as long as the 
income of the corporation is wholly or 
partly free of income tax. 

Generally speaking, personal property 
is assessed at current market value at the 
end of the taxable year, whereas real 
property is assessed at original cost (or 
the value at date of beginning of the 
tax) plus the cost of improvements and 
additions. The first Rs.200,000 of net 
assessable wealth is exempt. Tax rates 
range from 0.5 per cent to a maximum 
of 2 per cent on assessable wealth in ex- 
cess of Rs.1 million. The quotient sys- 
tem does not apply. Charitable insti- 
tutions are taxable at the rate of 0.5 per 
cent on total net wealth. 





Taxation, Taxation in Sweden (Boston: Little, Brown 
and Co., 1959), pp. 615-52. 


334 NATIONAL TAX JOURNAL 





[Vor. XIII 


The total income tax and wealth tax 
in any one year is limited to 80 per cent 
of the taxpayer’s income for that year. 
Thus a taxpayer with no income or with 
a loss in any year is not liable for wealth 
tax in that year. 


Expenditure Tax 


The objective of the expenditure tax 
is to impose an annual direct tax 
on personal consumption expenditures. 
The tax is levied without regard to the 
source of the funds spent, applying 
equally to items financed out of cur- 
rent income and to those financed from 
gifts or the liquidation of capital. The 
taxable unit is the family, defined essen- 
tially as for income and wealth taxes. 
Business expenditures, investment out- 
lays, and debt repayment and interest 
payments are excluded.** The imputed 
rental value of an owner-occupied house 
is included in taxable expenditures as 
well as in taxable income. Exemptions 
are granted, subject to maximum limits, 
for funeral, birth, and marriage ex- 
penses and for the cost of educating 
children abroad. Other exempt items 
are medical expenses; certain legal ex- 
penses; and premiums on life, accident, 
health, and disability insurance and on 
annuity contracts. Direct taxes are not 
included in expenditures but indirect 
taxes are included. Gifts subject to gift 
tax are excluded from taxable expendi- 
tures, but gifts falling within the an- 
nual exemption under the gift tax are 
subject to expenditure tax. Adver- 
tising expenses, although deductible only 
in part for income tax purposes, are not 


12 Purchases of jewelry are exempt, presumably 
on the grounds that, in Ceylon, these are often a form 
of saving. Jewelry, however, is subject to wealth tax 
only with respect to value in excess of Rs.25,000. 
Bullion, in contrast, is fully subject to wealth tax 
and is exempt from expenditure tax. 
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subject to expenditure tax. Provision 
is made for spreading certain nonrecur- 
rent expenditures over a period of not 
more than five years. Included in this 
category are items such as the purchase 
of an automobile and passage expenses 
for foreign travel. 

The same quotient system is used for 
computing expenditure tax liability as is 
employed under the income tax. The 
personal exemptions, however, are sub- 
stantially larger under expenditure tax 
than under income tax, ranging from 
Rs. 17,000 for a single person to a 
maximum of Rs. 35,000 for a married 
couple with four dependents (compared 
with income tax exemptions of Rs. 
3,000 to Rs. 6,000 for single persons 
and a maximum of Rs. 8,000 for mar- 
ried couples). Tax rates are graduated 
from 10 per cent to 200 per cent. A 
married couple with four dependents 
becomes liable to the maximum rate of 
200 per cent on expenditures in excess 
of Rs. 115,000. For a single person the 
maximum rate applies to expenditures 
in excess of Rs. 47,000. 

The expenditure tax is to be assessed 
on the basis explained in detail by 
Kaldor in his book, An Expenditure 
Tax (London, 1955), and in his report 
on India.* The procedure in brief is as 
follows: (1) All receipts from current 
income, sale of assets, borrowing, gifts, 
and other sources are aggregated; (2) 
deductions are allowed for savings in 
the form of additions to cash balances, 
investment outlays, and debt repay- 
ment; (3) deductions are also allowed 
for any consumption expenditures which 

13 See also Irving Fisher and Herbert W. Fisher, 
Constructive Income Taxation (New York: Harper 
and Brothers, 1942) and Richard M. Eigner, “ Indian 
Income, Wealth and Expenditure Taxes: Integration 


and Administration,” National Tax Journal, XII 
(June 1959), pp. 151-62. 
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are exempt from expenditure tax and 
for direct tax payments and certain 
other outlays; and (4) tax is assessed 
on the balance, representing taxable 
consumption expenditures. 


Gift Tax 


Gift tax is imposed on ttansfers of 
property made without adequate con- 
sideration, except gifts in contempla- 
tion of death and transfers by will 
which are subject to estate duty. The 
first Rs. 10,000 of gifts in consideration 
of the marriage of a child or dependent 
relative is exempt. Gifts to approved 
charities in amounts of Rs. 1,000 or 
more are also exempt, subject to a life- 
time limit for each donor. Unlike the 
other elements of the personal tax and 
the income tax, the gift tax applies to 
individuals without aggregation for the 
members of a family. The quotient sys- 
tem does not apply to the gift tax. 

Gifts are aggregated over the whole 
lifetime of the donor and the tax in any 
one year is determined by application of 
the marginal rate. Stamp duty on 
property transfers is deductible from 
gift tax, and if the stamp duty exceeds 
the gift tax, no gift tax is due. 


ESTATE DUTY 


The estate duty is fully integrated 
with the gift tax. All taxable gifts 
made after July 17, 1958 plus the gift 
tax on them are included in the tax- 
able estate of a decedent. The estate tax 
is then computed according to a gradu- 
ated schedule of rates ranging up to 50 
per cent. The gross gift tax (that is, 
the tax without deduction of stamp 
duty) is credited against the estate tax. 


COMMENTS 


I shall not attempt in this paper a 
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full evaluation of Ceylon’s new system 
of direct taxation from the point of 
view of probable economic effects or 
administrative feasibility. Passing over 
broad questions with respect to the rela- 
tive merits of taxes on income, personal 
expenditures, and wealth, I shall com- 
ment briefly on three aspects of the 
system: (1) its “ self-checking ” fea- 
ture; (2) the quotient system for in- 
come and expenditure taxes; and (3) 
lump-sum depreciation allowances and 
development rebates. My remarks are 
of a general nature and take no account 
of special conditions that may be im- 
portant in Ceylon. 


" Self-Checking ” Feature 


The first reaction of many readers 
may be that the system is ingenious but 
highly complex, perhaps quite imprac- 
ticable. In answer to such criticism, the 
Finance Minister contended that the 
system is “‘ self-checking ” in character 
and implied that it will be easier to en- 
force the system as a whole than it 
would be to apply the parts separately. 
Kaldor earlier called his proposals for 
India a “ self-checking ” system.** 

The “ self-checking ” feature has two 
aspects. First, information obtained 
from a taxpayer for the primary pur- 
pose of assessing one of the taxes may 
serve as a check on the accuracy of the 
assessment of another tax against the 
same person, and a taxpayer’s efforts to 
evade one tax may increase his liability 
for a second tax. Second, information 
obtained in assessing one taxpayer may 
be useful in assessing others with whom 
he has dealings, and to some extent con- 
flicting interests of taxpayers will 
facilitate the procurement of informa- 
tion. 

14 Indian Tax Reform, p. 13. 
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As regards any one taxpayer, infor- 
mation on net income is an essential 
element in the indirect method of de- 
termining taxable expenditures. Infor- 
mation on saving, also essential in de- 
termining expenditures, enters into the 
calculation of taxable wealth. Informa- 
tion on wealth, that is, balance sheet 
data, has long been recognized as highly 
useful in checking income tax returns. 
Furthermore, a taxpayer who attempts 
to evade expenditure tax by overstating 
his savings automatically incurs addi- 
tional liability for wealth tax. There is, 
however, no similar deterrent to evasion 
of income tax. A taxpayer who under- 
reports income, by understating receipts 
or overstating deductions, at the same 
time places himself in a better position 
to escape expenditure tax and wealth 
tax. The addition of an expenditure 
tax, in fact, increases the incentive for 
classifying personal consumption ex- 
penditures as business or professional ex- 
penses, a particularly troublesome form 
of income tax evasion. In view of re- 
ports of widespread income tax evasion 
in many countries, there appear to be 
large holes in the enforcement net 
which cannot be closed merely by the 
addition of new direct taxes. 

Receipts and payments of one tax- 
payer of course constitute payments and 
receipts of others. In substantiating his 
claims for credit for exempt outlays 
under the expenditure tax, for example, 
taxpayer A may be required to give in- 
formation on payments to B which will 
be helpful in determining the latter’s 
gross income. The danger of collusion 
between A and B is decreased by the 
fact that any falsification that will re- 
duce the tax liability of one may in- 
crease the liability of the other. The 
opportunity for this kind of cross-check 





wer °F = 


er wae = FT © —o.—UC DUC 





No. 4] 


is highly convenient to the tax adminis- 
trator, but it is not unique to the system 
under discussion. In fact, it always 
exists under the income tax, where C’s 
deductible expenses are D’s income re- 
ceipts, and so on. The addition of a 
wealth tax and an expenditure tax in- 
creases opportunities for cross-checks, 
but it is not obvious that the gains will 
be great. Few if any income tax ad- 
ministrations make full use of the op- 
portunities for cross-checks open to 
them from conventional sources. 
Cross-checks cannot operate unless 
complete and accurate reports are ob- 
tained. As means of assembling infor- 
mation Kaldor in his report on India 
urged the adoption of two devices: (1) 
a comprehensive return providing on 
one form information needed for assess- 
ment of taxes on income, expenditures, 
wealth, and gifts; and (2) a system for 
reporting all property transfers and cash 
transactions above a certain amount.”® 
The fact that neither India nor Ceylon 
accepted these recommendations will 
make cross-checking more difficult.’® 
Elaborate and ingenious forms, how- 
ever, are worthless unless they are filed 
by taxpayers and carefully scrutinized 
and collated by administrative author- 
ities. The process requires a fair degree 
of cooperation on the part of taxpayers 
and vigorous and skillful administration. 
In my judgment, it is inaccurate and 
possibly conducive to dangerous com- 
placency to call a.system such as that 
introduced in Ceylon “ self-checking.” 


15 Indian Tax Reform, pp. 13-14, 53-61, 121-29. 


16 India provided separate returns for the various 
taxes; Ceylon, one return for income tax and a second 
return for the components of the personal tax. It 
seems that neither country set up an extensive new 
reporting system for property transfers and cash 
transactions. On India, see Eigner, op. cit. 
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Although the interlocking nature of the 
various direct taxes provides oppor- 
tunities for cross-checks, these cross- 
checks are not self-executing. Their ex- 
ploitation requires substantial compli- 
ance and administrative efforts. When 
the number of taxpayers is small, as it 
will be in Ceylon, it may be possible to 
hold the administrative burden within 
manageable limits. But severe restric- 
tion of the coverage of the system limits 
the range of information available from 
returns and, more important, invites the 
question whether the innovations are 
worthwhile. 


Quotient System 


For a family consisting only of hus- 
band and wife, the taxable unit and the 
quotient system adopted in Ceylon in 
1959 are virtually identical to the rules 
that have been in effect under the in- 
come tax in the United States for sev- 
eral years. A formal difference is that 
in Ceylon aggregation of income of 
husband and wife is compulsory where- 
as in the United States it is voluntary. 
In the United States, however, aggre- 
gation is made highly attractive to tax- 
payers by extending the benefits of in- 
come splitting to couples who file joint 
returns. For larger families, the 
Ceylonese and American systems are 
quite different. The requirement in 
Ceylon that income and expenditures of 
minor children and other dependent 
relatives be aggregated with the income 
and expenditures of husbands and wives 
appears to reduce opportunities for tax 
avoidance through splitting of income 
and expenditures with children and 
other relatives. But the effect of com- 
pulsory aggregation is partly offset by 
the extension of the quotient system to 
all family members up to a maximum 
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of six. Aggregation is not fully offset 
because dependents count as one-half 
unit in the quotient system compared 
with 1.5 units for single persons and 
heads of families. 

The quotient system gives much more 
weight to family size in determining 
income tax and expenditure tax than 
is customarily accorded to this factor 
in the income tax by means of per- 
sonal exemptions and allowances for 
dependents. In the United States an 
additional dependent has proportion- 
ately little effect on income tax liability 
of married couples once they pass be- 
yond the first two brackets. The ab- 
solute tax saving due to an additional 
exemption increases with income but 
falls to a very small percentage of total 
liability for taxpayers in the highest 
brackets. Under the quotient system 
the addition of a dependent may have 
great influence on the tax liability of 
the family, because the additional de- 
pendent not only raises the personal 
exemption but also increases the quo- 
tient, and widens the rate brackets. For 
example, a husband and wife with an 
assessable income of Rs. 50,000 are sub- 
ject to the top income tax bracket rate 
in Ceylon and incur a liability of Rs. 
16,800 (33.6 per cent effective rate). 
With the addition of one dependent the 
couple’s income tax liability will fall to 
Rs. 13,874 (27.8 per cent effective 
rate). Under the expenditure tax the 
quotient system can have even more 
dramatic effects owing to the steeper 
graduation of rates. A married couple 
without dependents raises its marginal 
tax rate under the expenditure tax from 
100 per cent to 200 per cent when its 
consumption expenditures pass beyond 
Rs. 59,000 in one year. The addition of 
two dependents will postpone applica- 
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tion of the maximum rate until con- 
sumption exceeds Rs. 87,000. Over 
this range of expenditures the tax sav- 
ing, by virtue of application of the 100 
per cent rate rather than the 200 per 
cent rate, is Rs. 28,000. Inasmuch as 
this sum is fifty times the per capita 
income of Ceylon, the opportunities 
and temptations for the wealthy to 
“adopt ” dependents appear to be con- 
siderable. An important restriction on 
tax avoidance by this means is estab- 
lished by the limitation of the quotient 
to a maximum equal to that applicable 
to a family of six. In view of the high 
birth rate and wide interpretation of 
family responsibilities in Ceylon, it is 
possible that most wealthy persons will 
be subject to the limitation. 

It seems doubtful that a per capita 
system is a realistic basis for measuring 
family income and consumption of the 
rich or even the upper-middle classes. 
Close to the margin of subsistence, 
where expenditures for basic food and 
simple clothing absorb a large propor- 
tion of income, a per capita measure 
may be fairly realistic. In circles where 
luxuries or conventional necessities are 
important, the size of family appears to 
be a secondary consideration in the de- 
termination of the standard of living 
or social status. In economists’ jargon, 
there are important economies of scale 
in the consumption of luxuries and con- 
ventional necessities. In any case, it: is 
doubtful that young children and de- 
pendent relatives often have as large a 
share in the control or enjoyment of in- 
come and consumption as a wife does." 

17 Under the expenditure tax proposed by the 
U.S. Treasury in 1942 as a wartime fiscal measure, 
but rejected by the Congress, graduation would have 
been on a per capita basis, with dependent children 


counted as equivalent to one-half person (Annual 
Report of the Secretary of the Treasury, 1943, p. 
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There seems to be an inconsistency, 
moreover, in applying the quotient sys- 
tem to the income and expenditure 
taxes but not to the wealth tax. 


Depreciation Allowances and Develop- 
ment Rebates 


The lump-sum method of granting 
depreciation seems to go a long way 
toward eliminating the deterrent effect 
of the income tax on investment. The 
lump-sum method reduces the risk that 
a firm may not be able to take advan- 
tage of all allowable deductions for de- 
preciation, a factor of some importance 
under ordinary methods. It wholly 
avoids the risk that allowances will be- 
come inadequate in the future because 
of rising prices. Inasmuch as the lump- 
sum allowances represent the discounted 
value of normal depreciation allowances 
rather than the full costs of new depre- 
ciable assets, the new system in Ceylon 
is much less liberal than proposals for 
allowing taxpayers to choose any de- 
preciation rate that is convenient, in- 
cluding a 100 per cent write-off in the 
first year. 

The discounting reduces the revenue 
loss to the state which is involved in 
accelerated depreciation plans.  Al- 
though no one rate of discount can be 
equally appropriate for all taxpayers 
and the state, the introduction of a dis- 
count factor (5 per cent in Ceylon) 
seems to be reasonable. The arrange- 
ment is most advantageous to firms 
whose borrowing costs greatly exceed 
the discount rate. These are most likely 
to be small firms. 

Certain problems are unavoidably in- 





413). For a discussion of the appropriate taxable 
unit under an income tax and an expenditure tax, 
see William Vickrey, Agenda for Progressive Taxa- 
tion (New York: Ronald Press, 1947), Chap. 10, 
pp. 274-305. 
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volved in a lump-sum allowance. One 
of these is the possibility that the allow- 
ance will exceed income in the year in 
which an investment occurs with the 
result that part of the allowance will be 
“wasted.” In Ceylon this difficulty is 
met by the provision of an unlimited 
carryforward of any excess depreciation 
allowance together with the addition of 
interest at 5 per cent on amounts car- 
ried forward. Apparently, however, no 
provision is made for the similar but less 
pronounced influence on tax liability 
that occurs when the lump-sum allow- 
ance reduces the taxpayer’s income into 
a lower bracket without bringing it be- 
low zero. Under a graduated tax with 
averaging limited to loss carryovers 
(and neglecting time discount), the tax 
value of lump-sum depreciation allow- 
ances will generally be less than the tax 
value of an equal amount of allowances 
distributed over the normal useful life 
of assets. This consideration is of little 
importance for corporations, in view of 
the fact that corporate tax rates are 
graduated to only a limited extent, but 
may be significant for unincorporated 
enterprises. The disadvantage to the 
taxpayer may be partly offset if the dis- 
counting factor is low in comparison 
with prevailing interest rates or the 
firm’s internal rate of discount. 

The development rebate is similar to 
the investment allowance which has 
been employed in the United Kingdom 
from time to time. A flat allowance of 
this type, without regard to the length 
of normal useful life, favors long-lived 
investments compared with _ short- 
lived.*® For the longest-lived assets the 


18 Richard Goode, “ Accelerated Depreciation Al- 
lowances as a Stimulus to Investment,” Quarterly 
Journal of Economics, LXIX (May 1955), pp. 
217-18. 
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20 per cent development rebate in- 
creases the total allowances in the first 
year by three-fifths, whereas for the 
shortest-lived assets the increase is one- 
fourth. These figures are doubled for 
“approved projects” which are eligible 
for a 40 per cent development rebate. 
It may be rational public policy to favor 
investment in long-lived assets inas- 
much as such investments are subject to 





special risks and may be especially dis- 
couraged by a heavy income tax. The 
merits of this policy, however, are not 
incontrovertible. The discrimination in 
favor of long-lived assets could be 
minimized, if desired, by stating the de- 
velopment rebate in the form of a frac- 
tional increase in the regular deprecia- 
tion allowance rather than as a fixed 
percentage of the cost of the asset. 
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TAX EXEMPTION IN A DEVELOPING ECONOMY 
A Case Study of Puerto Rico 


MOHINDER S. BHATIA * 


5 Seagg paper is intended to appraise 
the industrial tax exemption pro- 
gram of Puerto Rico, which has been in 
existence since 1948 and operationally 
intensive since 1954.' We will also dis- 
cuss how far a tax exemption program, 
designed to attract investment in the 
manufacturing sector of the economy, 
can profitably be used by other develop- 
ing countries. 


The Tax Exemption Law 


The Act of 1948 offered new indus- 
tries, as well as some of established in- 
dustries with expansion potentialities, a 
complete tax exemption until June, 
1959, and thereafter partial exemptions 
of 75, 50 and 25 per cent for the three 
succeeding years, respectively. Exemp- 
tion applied to the income tax, property 
tax, municipal license fees, excises, and 
other taxes. The Act of 1954, which 
will operate through 1963 and may be 
renewed, is closely patterned after the 
previous law, except that eligible busi- 
nesses now enjoy a full ten years of ex- 
emption from payment of income tax, 
excises and municipal license fees re- 


* The author is working as an Economic Consult- 
ant with Puerto Rico Planning Board. The opinions 
expressed in this paper in no way reflect official 
policy. He is thankful to Mr. Gregory Votaw for 
helpful comments on this paper. 


1 The Industrial Tax Exemption Act of Puerto 
Rico was approved on May 13, 1948. This Act was 
repealed by Industrial Incentives Act of 1954 be- 
cause under the Act of 1948 “the period of incen- 
tives became increasingly shorter as the fixed termi- 
nation date of June 30, 1962 approached.” 


gardless of the date of starting opera- 
tions. Exemption from payment of 
property taxes, however, is dependent 
on the amount of investment. If in- 
vestment is below $1 million the exemp- 
tion from property tax is for five years; 
it increases gradually to the full ten 
years when investment exceeds $10 mil- 
lion. Under the newer law dividends 
are exempt for the first seven years of 
operation if paid within fifteen years of 
the date of establishment. 

The number of eligible industries was 
also expanded in the second Act. The 
present law covers all products trans- 
formed from raw materials into articles 
of commerce, agricultural products ob- 
tained through hydroponics, and manu- 
factured products which were not in 
commercial production in Puerto Rico 
on January 2, 1947 and for which sub- 
stantial industrial operations are under- 
taken in Puerto Rico. Exemption also 
covers tourist and commercial hotels, 
but the latter are eligible for only 50 
per cent of the exemption privilege. 


The Tax Structure 


In order to present some idea of what 
tax exemption means, it should be noted 
that the corporate or partnership in- 
come tax rates in Puerto Rico range 
from 21 per cent on the first $25,000 of 
taxable income to a maximum of 37 per 
cent on profits in excess of $133,333. 
The rates of income tax on individuals 
vary from a low of 13 per cent to a 
maximum of about 83 per cent on tax- 
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able income in excess of $200,000. An- 
other tax levied on payments of profits 
or dividends to non-residents in the case 
of a corporation is at the rate of 30 per 
cent and in the case of individuals 20 
per cent. The existence of this tax is 
justified on the theory that Puerto Rico 
does not wish to forego a tax which 
would not be a burden to an investor, 
ie., which would be collected by an- 
other government if not paid to the 
Commonwealth. Ad valorem excise 
taxes are in the range of 10 per cent to 80 
percent. The property tax is imposed by 
the commonwealth government and 
municipalities on both real property and 
personal property at rates varying from 
1.48 per cent to 2.58 per cent, depend- 
ing on the municipality. A municipal 
“ gross income ” (or sales) tax, known 
as “patente,” is graduated and rates 
range from about 0.03 per cent on the 
first $20,000 gross income to 0.3 per 
cent on income in excess of $1 million. 


The Achievements of Tax 
Exemption Program 


The basic objectives of the tax ex- 
emption program are to increase gross 
product, national income and per capita 
income so substantially that the great 
majority of families should have an in- 
come of $2,000 by 1975, and to create 
industrial jobs carrying high wages. Any 
appraisal of the tax exemption program 
needs to be made in the light of these 
primary objectives. To do so, it is de- 
sirable to analyse the changes in the rate 
of growth and other economic indi- 
cators during the decade covered by 
tax-exempt period. It is also appropri- 
ate to compare the growth in the tax 
exempt sectors and others. 

The gross product grew from $499 
million in 1940 to $797 million in 1949, 
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in 1954 prices and to $1,196 million in 
1958; the annual rate of growth was 
6.6 per cent from 1940 to 1949 and 5.6 
per cent from 1949 to 1958. Per capita 
gross product increased from $269 in 
1940 to $364 in 1949 to $520 in 1958— 
annual rates of increase of 3.9 per cent 
and 4.8 per cent, respectively. The in- 
crease in per capita gross product was 
accomplished by increased productivity 
in the individual sectors of the economy 
and by a shift in output and employ- 
ment from the low wage sectors to the 
high wage sectors. According to one 
estimate the shift in structure has ac- 
counted for 40 per cent of the increased 
output; the remainder is attributable 
either to improved productivity or shifts 
within the sectors themselves.* 

The tax exemption program is di- 
rectly connected with industrial devel- 
opment. Net income generated by the 
manufacturing sector increased from 
$81 million in 1949 to $231 million in 
1958, an increase of 185 per cent, 
whereas the national income increased 
by 81 per cent. The manufacturing 
sector contributed 31 per cent of the in- 
crease in national income. 

Income generated by the manufac- 
turing sector arises from tax-exempt 
and non-tax-exempt enterprises. It is 
estimated that net income of tax-ex- 
empt firms amounted to $8 million in 
1950 and $112 million in 1958, an in- 
crease of $104 million which is 22 per 
cent of the total increase in national 
income and 69 per cent of the increase 
in the manufacturing sector. 

The increase in manufacturing in- 
come was accompanied by increases in 
employment and productivity. Manu- 
facturing other than home-needlework 


2 Candido Oliveras, Tbe Puerto Rico Economic and 
Social Scene and Trends for the Future, Puerto Rico 
Planning Board, 1958, p. 2. 
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employed 55,100 workers in 1950 and 
79,100 in 1958, an increase of 43.6 per 
cent. The employment in manufactur- 
ing sector formed 9.3 per cent of total 
employment in 1950, and 14.3 per cent 
in 1958. Total employment actually 
declined from 595,900 in 1950 to 554,- 
900 in 1958. This decline is attributed 
to the virtual disappearance of low wage 
and low capitalized industries, which 
could not meet the demand for rising 
wages. In tax exempt firms it is esti- 
mated that there are 35,000 workers 
employed,® which was about 44 per cent 
of manufacturing employment and 6.3 
per cent of total employment in 1958. 
The compensation of production work- 
ers in tax exempt firms amounted to 
$5.6 million in 1950 and $46.8 million 
in 1958, 1.4 per cent and 6.4 per cent, 
respectively, of total compensation of 
employees (the latter being $389 mil- 
lion in 1950 and $724 million in 1958). 

Preductivity is a measure of the ef- 
ficiency with which resources are con- 
verted into commodities and services 
that people want. Productivity, defined 
as net income per employee, is a very 
good measure of the economic contri- 
bution of the firms operating under tax 
exempt program. Whereas productivity 
in the agricultural sector increased from 
$691 in 1950 to $1,026 in 1958, an in- 
crease of 48 per cent, it increased from 
$962 to $2,924, or 204 per cent in the 
manufacturing sector. It is estimated 
that productivity in tax-exempt firms 
stood at $3,215 in 1958, which is higher 
than the average productivity in the 
manufacturing sector. Higher produc- 
tivity makes it less difficult to meet the 
demand for higher wages. 

The number of workers employed 

8 This figure is based on an assumption that the 


number of workers employed in non-EDA tax ex- 
empt firms is equal to EDA non-tax exempt firms. 
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and productivity are both influenced by 
the amount of investment taking place 
in the economy. Between 1949 and 
1958, total investment in the economy, 
both in the private and public sectors, 
amounted to $1,922 million, which is 
about 25 per cent of the national in- 
come. It is estimated that the total in- 
vestment in tax exempt firms ($340 
million) represented 18 per cent of 
total investment during this period. 
Private investment, however, in the tax- 
exempt firms was slightly lower, $295 
million, or 15 per cent of total invest- 
ment. During the first six years of the 
period under review, private investment 
in tax-exempt firms accounted for 8 per 
cent of total investment. During the 
last four years, that is, from 1954 to 
1958, this percentage was 21. Further, 
it is estimated that 84 per cent of pri- 
vate capital invested in tax-exempt firms 
was of United States origin; the rest was 
supplied by Puerto Rican investors. On 
the average, about 50 per cent of, gross 
investment expenditures was financed 
from external sources. 

Another point which must be men- 
tioned is that tax-exempt firms are in- 
creasingly of a capital intensive char- 
acter. For example, the investment per 
worker in tax-exempt firms was $5,900 
in 1951 and $9,700 in 1958. In 1953 
and 1954 there was a decline in the 
average investment per worker caused 
by the rapid establishment of a large 
number of labor intensive plants, not- 
ably in the apparel industry, in which 
investment per worker (including ac- 
cumulated surpluses) was only about 
$4,000, even in 1958. Capital intensity 
has increased considerably since 1955 
because of the construction of two oil 
refineries in which capital per worker 
runs as high as $80,000. The increasing 
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capital intensity is also attributed to in- 
dustrial undertakings in the fields of 
chemicals, plastics and electronics. In 
the early years of the tax-exemption 
program the firms coming to Puerto 
Rico were relatively small, with a heavy 
concentration in light manufacturing. 
High capital intensity is of great sig- 
nificance in the long run, especially 
when the wage differential between 
Puerto Rico and the United States is 
closing relatively and when most of the 
products manufactured by tax-exempt 
firms are marketed on the continent. 
However, in the presence of chronic un- 
employment, amounting to 13 per cent 
of labor-force, increasing capital inten- 
sity in the short run may not be of 
much significance. 


Criticisms and Their Validity 


In general, tax-exemption provisions 
have been criticized on various grounds. 
Some of the important criticisms are 
that: (1) tax subsidies have been insig- 
nificant on the U. S. mainland as an in- 
centive in the location of industry in 
particular areas; (2) the government 
gives a subsidy without retaining con- 
trol; (3) tax exemption is a wasteful 
use of government resources; (4) it is 
difficult and burdensome to administer 
exemptions; (5) exemptions interfere 
with the optimum allocation of re- 
sources; and (6) exemptions tend to 
destroy sound principles of taxation be- 
cause they introduce an inverse relation- 
ship between need and assistance (no 
subsidy is given to needy firms under- 
going losses and the amount of subsidy 
given to successful firms varies directly 
with their profitability). 

To answer these criticisms in order, it 
should be noted first that Puerto Rican 
subsidies are not insignificant by any 
standard. Tax exemption under the In- 
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dustrial Incentives Act of 1954 means 
an almost complete tax holiday. The 
counterpart of such taxes in the U. S. 
would mean exemption from the fed- 
eral income tax, excise duties, state 
property and income taxes, and some 
municipal levies. Such exemption has 
not been made an instrument of na- 
tional fiscal policy as in the United 
States. Tax exemption has always been 
confined to the state or local level, and 
as a result relative tax burdens have 
been a minor locational consideration. 
For example, when the State of Louisi- 
ana grants a tax exemption to attract 
new industry, it has no authority to 
grant exemption from federal taxes. 
Since Puerto Rico pays no federal taxes, 
not being represented in the United 
States Congress, Commonwealth tax ex- 
emption means one hundred per cent 
exemption. 

Secondly, tax exemption in Puerto 
Rico is a privilege; it is not a right. 
This privilege is conditional, and the 
privileged have to fulfill certain condi- 
tions associated with its extension. 
Those who have been granted this privi- 
lege have to conform to prudent busi- 
ness practices, and any use of malprac- 
tices may lead to withdrawal of the 
privilege and the imposition of full tax 
liability. Therefore, it is not correct to 
say that the government gives a subsidy 
without control. 

Thirdly, it is argued that the pro- 
gram has led to a wasteful use of gov- 
ernment resources and an unnecessary 
loss of revenue. The cost and benefit 
studies reveal that the ratio between 
benefits and costs (i.e., income gener- 
ated by tax exemption compared to the 
budget costs of the government devel- 
opment effort), varied from approxi- 
mately 11:1 in 1951 to 39:1 in 1958. 
On the average, this ratio of income- 
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benefit to budget-cost was 30:1 during 
1949-1958. The ratio of government 
revenue to cost was 2.3:1 in 1951, 4.2:1 
in 1954-1955 and 5.4:1 in 1957-1958. 
This indicates that for every dollar 
spent on industrial promotion, includ- 
ing administration of the tax-exemption 
program, the government receives $5 in 
revenue, and the income of the com- 
munity as a whole is increased by nearly 
$40. These ratios, because of the cumu- 
lative character of benefits reflected in 
revenues, are increasing. Even when 
there is a 1:1 ratio, it would be nonsense 
to say that tax exemption is a wasteful 
use of government resources, especially 
when a substantial proportion of gov- 
ernment revenue is used for economi- 
cally nonproductive activities or at least 
for some which are relatively less pro- 
ductive. Moreover, it is very clear in the 
case of new firms attracted by tax ex- 
emption that the tax holiday merely 
foregoes revenues which would not 
otherwise be available. It is anybody’s 
guess as to how many firms would be 
operating in Puerto Rico in the absence 
of tax exemption. Some of the studies 
available clearly indicate that tax ex- 
emption is one of the most important 
factors for the establishment of a plant 
in Puerto Rico. One report says: 


“The single most important factor in the 
respondents’ decision to locate plants in 
Puerto Rico was tax exemption. This was 
mentioned by over 80 per cent of them 
and ranked the most important factor by 
nearly 40 per cent.” 4 


Another survey on_ locally-owned 
manufacturing firms, conducted by an 
independent research firm, came out 
with the following conclusion: 

4 EDA, Industrial Promotion Survey Report Con- 


cerning Past Plant Investment in Puerto Rico by U. 
S. Manufacturers (approx. 1959), p. 11. 
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“. . . 49 firms which answered the ques- 
tion about, the sort of aid they thought 
the Government could best give them, 
line up the types of assistance like this: 
(1) tax exemption, (2) loans, (3) per- 
sonal training, (4) none, (5) advertising 
campaign for consumption of local prod- 
ucts, (6) marketing aid and (7) other. 
One third of those answering considered 
tax exemption the type of assistance Gov- 
ernment could offer best; this ratio held 
for both the tax exemption and non- 
exemption group.” ® 


The survey made by Professor M. C. 
Taylor on the operation of tax-exemp- 
tion program pointed out that tax ex- 
emption was marked as the principal 
reason for establishing a plant in Puerto 
Rico in 57 per cent of cases studied.® 

It would be incorrect to say that tax 
exemption has led to a loss in revenue. 
In addition to what has been pointed 
out above, tax exempt firms do gener- 
ate tax revenues through taxation of 
wages and salaries and other parts of 
the secondary income stream. Also, tax 
grants under Industrial Incentives Act 
of 1954 do not extend beyond 10 years, 
and tax-exempt firms will eventually 
pay income tax, property tax (some pay 
after five years in certain cases) and 
license fees. Some of the firms may 
close their operation after their grants 
have expired. However, once a firm is 
established, and assuming a continuing 
desire to remain in business, it is not 
likely to liquidate its operations in 
Puerto Rico because if it will be un- 
profitable without tax exemption here, 


5 Tax Exemption as a Factor of Growth in a 
Sample of Locally-Owned Manufacturing Firms: 
Summary of Study conducted by an Independent Re- 
search Firm for the Economic Development Admin- 
istration, January, 1957. 


6 Milton C. Taylor, Industrial Tax Exemption in 
Puerto Rico (Madison) 1957, p. 129. 
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losses would be greater in the U. S. 
mainland where taxes are higher. More- 
over, some firms would be forced to 
stay because they have established new 
branches whose exemption is contingent 
on continuation of the original plant. 
If the tax-exempt firms continue to 
operate after their grants have expired, 
they will pay taxes to the government, 
and this deferred revenue would not 
have been available but for the tax- 
exemption program. 

Fourthly, it is argued that an exemp- 
tion program ‘s difficult to administer. 
Although this point has substance, tax 
exemption is certainly easier to admin- 
ister than subsidies of other kinds. In 
the early years of tax exemption it was 
discovered that a small number of firms 
did not adhere to their obligations and 
resorted to malpractices, such as mis- 
representing intended employment and 
payroll estimates, undertaking of self- 
promoted enlargements, the production 
of unauthorized articles, intermingling 
accounts of tax-exempt and non-tax- 
exempt parts of the enterprise, render- 
ing incorrect lists and valuation of 
properties used in production, and re- 
luctance to submit income tax returns 
or other reports of information. The 
Secretary of the Treasury, as far back 
as 1954, said that “our government is 
well aware of the dangers of such a 
practice, and is taking steps to insure 
that no violations are allowed to oc- 
cur.”" As of May, 1959, 33 grants had 
been revoked by the Governor. There 
are always problems whenever any new 
scheme is started. The road to economic 
development is rather thorny. It has 
difficult but not insurmountable ob- 
stacles. The tax exemption program in 


71954 Annual Report of the Secretary of the 
Treasury, Department of the Treasury, p. 54. 
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Puerto Rico has survived the initial ad- 
ministrative stresses and strains. The 
road ahead may not be smooth, but a 
redeeming feature is that the watchdogs 
of tax exemption are scrupulously vigi- 
lant. 

Fifthly, it is contested that tax ex- 
emption interferes with the optimum 
allocation of resources. We know that 
most of the underdeveloped countries 
suffer from a misallocation of resources. 
A tax-exemption program is intended 
to induce investment in those industries 
which have received scanty attention 
from investors and have potentialities 
for expansion. The program encourages 
capital to enter unfamiliar but highly 
productive activity. Tax exemption 
creates something which did not exist 
before. How, then, can something be 
misallocated which does not exist? 
Moreover, optimum allocation of re- 
sources is a vague concept. Optimum 
allocation changes when the time factor 
is changed. What was optimum yester- 
day may not be optimum today. 

Finally, it is said that tax exemption 
introduces an inverse relationship be- 
tween need and assistance by giving 
greater subsidy to firms having larger 
profits and no subsidy to firms having 
losses. In other words, tax exemption 
penalizes the inefficient firms and en- 
courages the efficient one. This is ex- 
actly the purpose of tax exemption, 
which is quite consistent with the pri- 
vate enterprise system. Subsidies de- 
signed to underwrite losses will encour- 
age a failure; once subsidies to under- 
write losses have started, they seldom 
can be withdrawn because of fear of 
complete loss of subsidies already in- 
vested. In this way subsidies tend to 
perpetuate inefficient, unstable and fugi- 
tive industries. On the other hand, the 
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benefit of tax exemption is in propor- 
tion to the economic contribution of the 
firm and provides an incentive for ef- 
ficient operations. 

Sometime, it is suggested that tax ex- 
emption should be for ten taxable years 
with profits. It may be pointed out 
that tax exemption already offers sub- 
stantial profit opportunities for the ma- 
jority of tax-exempt firms operating in 
Puerto Rico. Based on a recent analysis 
of 509 income tax returns submitted by 
tax-exempt firms for 1957, it was found 
that there were 369 profitable firms 
with a combined adjusted income of 
$47.7 million, and 139 firms with losses 
totalling $3.5 million. Most of the firms 
with losses were in their first year or 
two of operation and possessed relatively 
small assets. The Annual Statistical Re- 
port of EDA Manufacturing Plants for 
1957 shows that the ratio of profits to av- 
erage equity in Fomento plants was 39 
per cent. This percentage before taxes 
was 24 per cent in United States corpora- 
tions with manufacturing operations on 
the mainland. Similarly profits before 
taxes in relation to sales were 16 per 
cent in the case of EDA firms and 10 
per cent in the case of United States 
firms on the mainland. The data on 
the EDA firms can be usefully used if 
we keep two points in mind. First, tax 
exemption is more attractive to those 
firms which anticipate high profits 
than to those which do not, and it is 
quite possible that.a branch will be set 
up to manufacture a single high-profit 
item in a broad line of products. The 
other point is that for tax purposes a 
few companies may exaggerate the 
profits of subsidiaries operating in 
Puerto Rico. Also it is suspected that 
overhead and marketing expenses are 
hidden in parent company accounts. 
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Despite these factors the point is still 
there that profits in tax-exempt firms 
are relatively high. 

It is pointed out that the tax pro- 
gram in Puerto Rico has failed to stimu- 
late adequate local capital investment 
toward desired fields. Only 16 per cent 
of total investment in tax-exempt firms 
came from local sources, although the 
Program’s incentives are much stronger 
for resident owners than non-resident 
corporations and individuals because the 
former do not have to pay any tax on 
profits and dividends while the latter 
have to pay a “ withholding tax ” on all 
profit or dividend payments made out- 
side Puerto Rico. It is feared that an 
imbalance in the distribution of owner- 
ship creates vested interests endangering 
the working of a democracy. The prob- 
lem becomes almost critical in small 
towns where one or two factories are 
the source of employment for the vot- 
ing population. But it is expected that 
the present vigorous drive of the Gov- 
ernment to educate the community will 
mitigate the effects of such vested in- 
terests. Moreover, since inadequate par- 
ticipation of local capital in tax-exempt 
operations is attributable to lack of 
know-how and ignorance about the 
huge United States market where the 
tax-exempt firms mainly dispose of their 
products, it seems probable that a lack 
of enthusiasm will not persist for iong. 
As a matter of fact, in terms of number 
of plants and amount of investment, 
local participation in the tax-exemption 
program is already increasing gradually. 


A Lesson to Developing Countries 
There is no doubt that the exemption 


_ program of Puerto Rico has successfully 


attracted a large amount of external in- 
vestment. The direct investments have 
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not only brought with them capital but 
also knowledge of market and “ know 
how; ” the latter, because of free mo- 
bility of labor between the United 
States and Puerto Rico, is of great im- 
portance to Puerto Ricans as well as a 
key to self sustaining economic growth 
and social progress. Like Japan and 
Great Britain, although to a lesser ex- 
tent, Puerto Rico is building an econ- 
omy on the processing of imported ma- 
terials for re-export. In the majority of 
cases the local natural resource that is 
being used is labor. 

Many of the achievements in the 
fields of capital formation, national 
product, and high wage employment 
opportunities are due to Puerto Rico’s 
tax exemption program. It is in this re- 
spect that Puerto Rico’s experience in 
economic development, being itself a 
poor country, is useful for the develop- 
ing countries of Asia, Africa and Latin 
America which have decided to base 
their development largely upon private 
initiative and enterprise and have made 
provisions for social capital such as 
power, communication, docks, roads 
and water. Of course special relation- 
ships, such as common citizenship, cur- 
rency, and defense, an interlocking ju- 
dicial system, a unified customs, exemp- 
tion from the federal taxation and free 
movement of labor and capital to and 
from the United States, which Puerto 
Rico enjoys with a principal capital ex- 
porting country, cannot be transposed 
elsewhere. However, it must be remem- 
bered that these relationships were in 
existence for several decades before 1948 
(the year when tax-exemption program 
was started) but nothing spectacular 
happened. 

Puerto Rico’s tax-exemption program, 
although selective, treats equitably all 
the firms in an industry and encourages 
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the formation of productive capital in 
a wide range of activities. It foregoes 
a small amount of the potential govern- 
ment revenues in the short run, but in 
the long run it promises not only to re- 
cover but to increase government reve- 
nues tremendously. Puerto Rico’s wage 
and tax structure enable firms to reap a 
higher proportion of profits, even after 
taxes, than on the continent and thereby 
induces them to continue operations in 
Puerto Rico. It is expected that em- 
ployment, income, business activity, and 
the enlarged tax base thus created will 
continue to more than offset the costs of 
the exemption. Other developing coun- 
tries should consider a very generous 
tax-exemption program to attract for- 
eign capital and a tax structure to re- 
tain such firms when the exemption 
period is over. 

In this latter connection the tax laws 
of capital exporting countries should be 
kept in view. Generally, laws of capital 
exporting countries give credit for taxes 
paid to countries where income origi- 
nates. If such is the case, then it would 
be appropriate to levy a tax at the time 
of transfer of profits or distribution of 
dividends to non-residents. If possible, 
underdeveloped countries providing tax 
exemption should persuade the capital 
exporting countries that the taxes fore- 
gone by the former should be con- 
sidered by the latter as taxes paid and 
credit be given for them. In order not 
to lose revenue unnecessarily, only those 
industries should be given tax exemp- 
tion which provide scarce foreign ex- 
change and generate relatively large in- 


-omes and employment to the economy. 
( Once tax exemption has been granted to 
; firm producing, say product A, the 


exemption should be made available to 
all those firms already producing such 
a product as an aid to modernization 
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and expansion. Those grants will elimi- 
nate any discriminatory element that 
would otherwise exist in the treatment 
of old firms and also help make them 
competitive. 

A tax exemption program should be 
offered for a large number of years. It 
is not necessary that a firm should be 
given tax exemption during all these 
years. Individual tax-exemption grants 


should be limited to, say, ten years. This 


provision is likely to make less competi- 
tive those firms whose tax-exemption 
grants have expired as compared with 
firms still enjoying the exemption. In 
order to avoid such an unhealthy at- 
mosphere, it is suggested that at an ap- 
propriate time the rates of corporate tax 
should be reduced substantially, and 
distribution of dividends and profits to 
residents and non-residents should be 
encouraged. A revenue loss thus created 
would be covered by increased yields of 
personal income tax and what may be 
called “ withholding tax ” on non-resi- 
dents. 

These provisions on the statutory laws 
of the developing countries themselves 
will not do much unless they are made 
known to potential investors through 
advertisements, correspondence and per- 
sonal contacts. Even though Puerto 
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Rico’s public relations campaign has 
been excellent, a survey made among 
executives of the United States manu- 
facturing businesses revealed that even 
in 1959 only half were aware that 
Puerto Rico provided a tax holiday. 
The effectiveness of the program would 
be enhanced if investment potentialities 
in the country were made known 
widely among potential investors. 

The tax exemption program should 
be a part of broader development pro- 
gram. Along with tax-exempt sectors 
other sectors of the economy should be 
assisted. This would avoid the possi- 
bility of lopsided sectoral development. 

Finally, it should be pointed out that 
tax-exemption programs adopted by de- 
veloping countries enblock, in the pres- 
ence of inadequate supplies of interna- 
tional investment capital, may lead to 
unhealthy competition. In order to 
avoid such a situation, developing coun- 
tries should move cautiously and co- 
operatively. Competition will in any 
case be blunted by the fact that each 
developing country has a unique set of 
resources, culture, skills and political in- 
stitutions. Similarly, capital exporting 
countries each have definite types of 
capital to offer and for different types 
of industry. 











MICHIGAN’S VALUE-ADDED TAX AFTER 
SEVEN YEARS 


JAMES A. 


Introduction 


ems 1953 Michigan legislature pio- 
neered in the field of state business 
taxation with the adoption of the busi- 
ness activities tax (BAT), a variant of 
value-added taxation. In the ensuing 
period, the levy. has assumed a promi- 
nent position in the tax structure of the 
state. Being without precedent or 
counterpart in the United States, it is 
noteworthy that the original statute has 
undergone so few amendments. Fur- 
ther, there can be little doubt that the 
levy has proved successfuJ, both ad- 
ministratively and as a revenue pro- 
vider. And now, after seven years, the 
tax is rapid!s attaining the status of an 
“old” tax, with the corresponding 
virtues. 

Students of public finance have for 
some years acclaimed the use of value 
added as a tax base. The levy possesses 
certain practical advantages, both pe- 
culiar to itself and relative to other 
forms of business taxation. For ex- 
ample, relative to business net income 
taxes, the tax on value added has lower 
compliance and administrative costs, 
and can be applied with equal facility 

* The author is Assistant Professor of Economics 
at Wayne State University and formerly served as 
research analyst with the Department of Revenue and 
the Budget Division of the State of Michigan. The 
material contained in this article is based primarily 
on the author’s doctoral dissertation, ‘* The Theory 
and Practice of Value-Added Taxation,” completed 
under the supervision of Professor M. Slade Kendrick 
and submitted at Cornell University in June, 1959. 


The opinions and conclusions contained herein are 
solely the author’s responsibility. 


PAPKE * 


to corporate and unincorporated busi- 
nesses. To raise a given volume of rev- 
enue, the value-added tax can be im- 
posed at a lower rate than any other 
business levy, except perhaps a compre- 
hensive turnover tax. In addition, 
claims of its revenue potential have been 
attested by the Michigan situation. 
And perhaps most important, the levy 
has been characterized as “. . . the most 
equitable form of business taxation.” ! 

For whatever reasons, however, no 
other state has, to date, exploited this 
possibility. The Michigan experience 
then is of particular interest, for it can 
serve as a possible guide to other states 
weighing the relative merits of new or 
alternative revenue measures to finance 
increasing expenditures. The discussion 
to follow summarizes the nature and 
brief history of value-added taxation in 
Michigan, and suggests various ways in 
which the existing statute may be im- 
proved. 


Nature of the Tax 


The theme of value-added taxation 
emphasizes the business enterprise as the 
originator of the wealth of the com- 
munity. As such, it is the source of all 
incomes. Because value added is equal 
to the value of all final products pro- 
duced or to the total income generated, 
the imposition of a state tax upon this 
measure reaches all incomes arising 


1G. Colm, “ The Basis of Federal Fiscal Policy,” 
Taxes—The Tax Magazine, Vol. 17, No. 6 (June, 
1939), p. 369. 
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within the taxing jurisdiction or the 
value of all goods and services produced 
therein. 

Justification of the value-added tax 
rests mainly on the supposition that a 
substantial portion of the activities of 
government is concerned with making 
the operations of the business commu- 
nity more efficient. In this context, the 
state is placed in a semi-commercial 
position with respect to the business 
enterprise. The productive services 
provided by government to all branches 
of business are considered, in total, as 
constituting a “fifth” factor of pro- 
duction. Business organizations, ac- 
cordingly, pay the tax in return for the 
services of this agent. In a word, the 
theoretical foundation for the value- 
added tax is found in the principle of 
taxation according to benefits received. 
And if there is merit in this levy, it lies 
in its ability to approximate a reasonable 
and workable measurement of the ex- 
tent to which government services (in- 
puts) contribute to the firm’s produc- 
tion of economic goods and services. 

Attempts to determine the correct 
genus of the BAT have been thwarted 
by a number of conflicting devel- 
opments. The Michigan legislature 
termed the levy a business receipts tax, 
but incorporated in the statute the 
phrase “a specific tax on income.” The 
Michigan Department of Revenue, un- 
der whose jurisdiction the tax is ad- 
ministered, adopted.the title, “ business 
activities tax.”” In matters of litigation, 
however, the Department of Revenue 
has insisted that the impost is a form of 
income tax. 

The possibility of affixing the title 
“net profits or net income tax ” to the 
enactment is removed, for a positive as- 


sessment is made in the absence of ac- 
counting profits or income. Neither is 
the base of the tax gross receipts, but 
adjusted receipts, a more narrow con- 
cept, as defined in the statute. 

Conceptually, the base closely resem- 
bles what in social accounting is termed 
** value added,” i.e., the dollar value of 
the contribution of the business entity 
to the total output of economic goods 
and services. The base of the BAT lies 
roughly between the Bureau of the 
Census’ measure of “ value added by 
manufacturing ” and “ national income 
originating,” as presented in the Com- 
merce Department’s national income ac- 
counts, being less “‘ net ” than the latter 
and more “ net ” than the former.? In 
substance, the measure of the tax is the 
sum of profits or net income (before 
deducting income taxes), compensation 
paid to employees and officers, deprecia- 
tion or amortization of fixed assets other 
than real estate, and depletion charges 
where appropriate. Professor Shoup 
has termed the tax a combination con- 
sumption and income type of value- 
added taxation.® 

The scope of the BAT is considerably 
greater than that of most state business 
taxes. But, to be certain that the tax 
is levied only on business and com- 
mercial activities, the law explicitly ex- 
cludes from the tax all salaries, wages, 
and other forms of personal compensa- 
tion received for services rendered by 
employees, as well as receipts from 
casual or isolated transactions. With 

2 For a graphical comparison between the Census’ 
value added and the Michigan tax base, see Clarence 
W. Lock,‘Donovan J. Rau, and Howard D. Hamilton, 


“The Michigan Value-added Tax,” National Tax 
Journal (December, 1955), Vol. VIII, No. 4. 


3 Carl S. Shoup, “ Theory and Background of the 
Value-Added Tax,” Proceedings of the National Tax 
Association, 1955. (Sacramento, 1956). 
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these exceptions and the enumerated ac- 
tivities specifically exempt, the levy is 
imposed uniformly on the adjusted re- 
ceipts of unincorporated as well as of 
incorporated businesses, inclusive of re- 
tailers, wholesalers, manufacturers, serv- 
ice industries, professional enterprises, 
farming, and all other similar types of 
activity carried on for profit or gain. 
In coverage at least, the tax approxi- 
mates a combined unincorporated and 
corporate income tax on business. 


Computation of the Tax Liability 


€ 


The tax is imposed on “ adjusted re- 
ceipts” or “income,” both terms of 
the same meaning and used interchange- 
ably in the text of the statute. To 
arrive at the base, the taxpayer deducts 
from taxable gross receipts certain 
items that, under the statute, are defined 
as not properly part of the tax base. In 
general, these include the majority of 
normal and customary business ex- 
penses. The enumerated list of allow- 
able deductions includes all taxes, fees, 
or other exactions by governmental 
units (exclusive of taxes on or measured 
by net income), the cost of goods sold 
(exclusive of any payroll or overhead 
costs), interest and rents paid, and de- 
preciation on real property. Specific- 
ally denied as deductions are wages and 
salaries or other compensation paid to 
employees, distributions to partners or 
dividends paid to stockholders, depletion 
charges, depreciation or amortization of 
personal property, and purchases of 
capital assets having a normal useful life 
of more than one year. 

If the total of the itemized deduc- 
tions is less than 50 per cent of the tax- 
able gross receipts, an optional minimum 
(standard) deduction of 50 per cent of 
these receipts, is allowed. Further, if 


NATIONAL TAX JOURNAL 





[Vou. XIII 


payrolls exceed 50 per cent of gross 
receipts, an additional deduction of 10 
per cent of these receipts or one-half of 
such excess of payrolls over 50 per cent, 
whichever is smaller, may be taken. As 
this amount is in lieu of itemization, the 
taxpayer seeking to claim the additional 
deduction must utilize the “ standard ” 
deduction. A maximum allowable de- 
duction of 60 per cent of gross receipts 
is, therefore, possible.® 

Once the adjusted receipts or income 
as defined are derived, the amount is 
reduced by the statutory exemption of 
$12,500 to determine the base to which 
the appropriate rate of the tax is to be 
applied. The exemption of the first 
$12,500 of the tax base, together with 
the optional 50 per cent minimum de- 
duction results in the absence from the 
tax roll of all businesses having gross 
receipts for tax purposes of $25,000 or 
less, and of others as well with receipts 
exceeding that figure if their payrolls 
are greater than 50 per cent of the tax- 
able gross receipts. 

Distinctive from the statutory deduc- 
tions and exemption is the net income 
credit provision. The business is allowed 
a credit against its taxable liability equal 
to the percentage, not to exceed 25 per 
cent, that 1 per cent of the adjusted re- 
ceipts bears to the net income—net in- 


come being defined generally as ad- | 


justed receipts (the tax base) less wages 


4 For example, a firm with gross receipts of $100,- 
000, payroll of $60,000, and itemized deductions of 
$15,000 would take the 50 per cent standard deduc- 
tion, and an additional deduction of one-half of the 
excess payroll over 50 per cent of gross receipts (i.e., 


$5,000). Total deductions would then amount to 
$55,000. 
S Either a separate accounting method or the 


statutory three-factor (property, payrolls, and sales) 
allocation formula can be used by multi-state enter- 
prises to determine the portion of the tax base at- 
tributable to Michigan. 
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and depreciation on personal property. 
For example, a firm with adjusted re- 
ceipts of $100,000, wages of $50,000, 
and depreciation of $8,000, would have 
a net income of $42,000. One per cent 
of the adjusted receipts ($1,000) 
divided by the net income produces the 
quotient (.024) to be applied against 
the tax liability. 

The purpose of the net income credit 
formula is to provide relief for the low 
or zero-income businesses which, under 
the value-added tax, are assessed regard- 
less of their profitability. As designed, 
the credit is a function of the relation- 
ship between the net income and the 
adjusted receipts—the larger the per- 
centage of net income to adjusted re- 
ceipts, the smaller is the tax credit.® 
Firms with a net income within the 
range of zero to four per cent of the ad- 
justed receipts are afforded the maxi- 
mum credit of 25 per cent; others re- 
ceive correspondingly less, approaching 
the minimum 1 per cent for firms with 
net incomes equal to adjusted receipts. 


Collections 


As with any new tax, the question of 
revenue is of primary concern. One of 
the undisputed virtues of the BAT has 
been its productivity. Conceived in 
desperation as a temporary expedient, 
this impost not only performed the 
initial purpose of providing sufficient 
“ stop-gap ” receipts, but has contrib- 
uted, since 1956, from a fifth to more 
than a quarter of all the state’s general 
purpose tax revenues. Table I shows 
the tax collections, yearly percentage 


6 The precise functional relationship is given by the 
equation C=.01/x, (1<C< 25), where C is the 
tax credit expressed as a percentage and x is net in- 
come 2s a per cent of adjusted receipts. 
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changes, and collections as a percentage 
of total general purpose tax revenues. 
As indicated, positive revenue incre- 
ments were experienced in each year 
following the imposition of the tax, 
with the exceptions of the last two fiscal 
years. It is interesting to note, how- 
ever, that while BAT collections de- 
clined 13.9 per cent between 1957 and 
1959, the payments in Michigan of 
federal personal and corporate income 
taxes decreased 21.7 per cent.’ Further, 
because the BAT possesses a relatively 
high coefficient of personal income elas- 
ticity, receipts tend to fluctuate more 
than in proportion to changes in per- 
sonal income.* For example, collections 
increased 27.9 per cent between 1954 
and 1955, whereas personal income pay- 
ments in Michigan increased but 3.9 per 














cent. Over the period covering the 
TABLE I 
Business Activites Tax COLLECTIONS, 
1954-1959 
Per Cent oo 
Fiscal Collections a Total Gen- 
Year 000) oan eral a 
‘ax 
Year Revenues 
1954 $23 423 mo 76 
1955 29.976 279 93 
1956 59,448 * 98.3 26.4 
1957 64,316 8.2 272 
1958 60,727 -56 25.9 
1959 55,326 -89 23.8 
Source: Michigan Department of Revenue, 


Annual Report, selected years. 


* Effective July 1, 1955, the tax rates were 
changed from 4 mills to 6% mills for all tax- 
payers except public utilities, for which the 
original rate of 1 mill was increased to 1% 
mills. The most recent rate changes are not 
reflected here, for they took effect July 1, 1959. 


T Computed from data appearing in Michigan De- 
partment of Revenue, Annual Report, selected years. 


8 Richard W. Lindholm, “ The Business Activities 
Tax,” Michigan Tax Study (1958), p. 275. 
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recent recession, 1958-1959, receipts de- 
clined 8.9 per cent at the same time that 
personal income payments decreased 
0.8 per cent.® 

The remainder of this section pro- 
vides an analysis of the collections by 
form of business organization, by in- 
dustrial origin, and by size of pay- 
ments, with a view to identifying the 
principal taxpaying units. 

The corporate form of business ac- 
tivity has consistently been the most 
productive source of tax payments, ac- 
counting for an average of more than 
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tionship between the number of returns 
and the amount of tax payments in- 
cluded therein. Returns containing 
payments of $100,000 or over account 
for less than 0.1 per cent of the total 
number, but contribute in excess of 
one-third of the annual amount col- 
lected. There were 43 enterprises in 
this category in 1956, 42 in 1957 and 
1958, and 40 in 1959; these numbers 
may be compared with the totals for 
the same years of 97,950, 103,678, 
100,140, and 100,612, respectively. 
The data in Table II show the allo- 


TABLE II 
BAT Co.iectTions AND PerceNTAGE DisTRIBUTION BY INDUSTRIAL OrIGIN, FiscaL Years, 1956-1959 
Collections in thousands of dollars 
Percentages appear in parentheses 




















Industry 1956 1957 1958 1959 
Manufacturing ...... $32,617 (54.9) $38,744 (60.2) $36,153 (59.5) $31,346 (56.7) 
Wholesale .......... 2,556 ( 43) 3,427 ( 5.3) 2,908 ( 48) 2,858 ( 5.2) 
ae, se 12,197 (20.5) 8,853 (13.8) 8679 (14.3) 8321 (14.9) 
PE ioe Ollns cc wes 9,465 (15.9) 10,642 (16.5) 10,294 (17.0) 10,272 (1886) 
Professional ......... 648 ( 1.1) 835 ( 1.3) 852 ( 1.4) 886 ( 186) 
Agriculture ......... 49 ( 1) a i, BR, 85 ( 2) 
RSS od vie vee 442 ( 7) 290 ( 5) 409 ( 7) 386 ( .7) 
Miscellaneous ....... 366 ( 6) 134 ( 2) 66 ( 1) 65 ( 1) 
Public Utility ....... 1,108 ( 1.9) 1,320 ( 2.1) 1,290 ( 2.1) __1,197 ( 2.2) 

WEE. neds neces $59,448 $64,316 $60,727 $55,326 





Source: Annual Report, Michigan Department of Revenue, selected years. 
* Details may not add to totals because of rounding. 


two-thirds of the total collections since 
the imposition of the levy.2° Of the 
different types of business organization 
filing, corporations, however, constitute 
approximately one-fifth of the total, 
with individual proprietorships account- 
ing for more than half, though the 
latter are responsible for but one-tenth 
of the collections. An equally apparent 
skewed distribution exists in the rela- 


9 Annual Report, op. cit. (1958-1959), p. 17. 


10 Information for the following analysis of col- 
lections was taken from Amnual Report, op. cit., se- 
lected years. 


cation of tax payments according to 
their industrial origin for the years 1956 
to 1959, inclusive. An examination of 
this table discloses the not surprising 
fact that manufacturing is responsible 
for the largest proportion of the tax 
collections, even though the number of 
returns filed by this sector is compara- 
tively small. In the four years cited, 
collections from this industrial group 
averaged more than 55 per cent of the 
total from all sources. In contrast, the 


ratio of the number of manufacturing 
establishments reporting to the total 
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number of reporting enterprises was less 
than one-tenth. 

The relative fluctuations in the per- 
centage composition of the total col- 
lections from the various industrial 
sources indicate that manufacturing is 
also the most cyclically sensitive source 
of payments, showing more than pro- 
portionate gains during periods of in- 
creasing revenues, and the reverse in 
periods of declining revenues. For ex- 
ample, in 1959, manufacturing de- 
creased in relative importance by 2.8 
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of 2,354 manufacturing corporations 
accounted for some $35.7 million. 
Stated another way, 2.4 per cent of all 
returns filed yielded 55.6 per cent of 
the total BAT collections. 

The significance of the large manu- 
facturing corporation is also obvious 
when the comparison is made between 
the payments of the 27 firms in the 
$100,001 and over category (Table 
III) and the payments of all reporting 
enterprises in the same year (Table I). 
Percentagewise, 0.03 per cent of all tax- 


TABLE III 
Bustness Activities TAX PAYMENTS OF MANUFACTURING CORPORATIONS 
($1,000 on More) sy Size or PAYMENT 
Fiscat YEAR 1956-1957 











Total 
: Number of Per Cent of : Per Cent of 
Tax Paid Returns Returns Tax Paid Tax Paid 
(000) 
$ 1,001-$ 5,000 1,626 69.1 $ 3,686 103 
5,001- 10,000 326 138 2,281 6.4 
10,001— 25,000 260 11.0 4,114 11.5 
25,001- 50,000 81 34 2.730 76 
50,001— 100,000 34 14 2,477 6.9 
100,001- over 27 11 20,424 57.2 
Total * 2,354 100.0 $35,710 100.0 





Source: Calculated from special material provided by the Research and Statistics Division, 


Michigan Department of Revenue. 


* Details may not add to totals because of rounding. 


per cent while the other eight sources 
either maintained or slightly increased 
their positions. 

It is evident from the foregoing 
analysis that the manufacturing sector, 
more specifically, the large manufactur- 
ing corporation is of primary impor- 
tance to the revenue productivity and 
hence to the success of the BAT. There- 
fore, a closer examination of this cate- 
gory is warranted. Table III contains 
the data for a single fiscal year on 
manufacturing corporations by size of 
the tax payment, beginning with pay- 
ments of $1,001. As indicated, a total 


payers accounted for approximately 
one-third of the total collections. 

A detailed breakdown by type of 
manufacturing is given in Table IV. 
The data are on a calendar year, rather 
than a fiscal year basis, and, therefore, 
only a general comparison of these tabu- 
lations with the coliections in Table ITI 
is possible. It is also unfortunate that 
such detailed description is not possible 
for other years; nevertheless, an appre- 
ciation of the relative importance of the 
various types of manufacturing is 
gained, because the presumption seems 
valid that these figures are characteristic 
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of the Michigan manufacturing sector 
generally and not only for the year 
1956. 

It is not surprising that manufac- 
turers of transportation equipment were 
responsible for the major share of tax 
collections, considering that the value 
added by this industry in Michigan 
constituted 47.2 per cent of the total 
value added by motor vehicle producers 
in the nation for 1954.14 The same 
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collections and returns schedules is re- 
quired to draw conclusions respecting 
the importance of the few automotive 
manufacturing corporations in the suc- 
cess or failure of the BAT. Not only 
do fluctuations in the tax payments of 
these firms have a significant effect 
upon the absolute amount collected, 
but, in addition, such fluctuations un- 
doubtedly have an indirect effect on the 
payments from other types of manu- 


TABLE IV 
BAT Co.iections AND RETURNS 
BY Type OF MANUFACTURING CoRPORATION, 1956 
(CALENDAR YEAR) 
(Tax Payments in Excess of $5,000) 














. Collections Per Cent Per Cent 

Manufacturing (000) of Total Returns of Total 
I ini BIG ss in bea 0e so eaees $15,508 49.4 11 15 
Automotive Supplies ..............eeeeeeee 1,630 5.2 56 76 
Furniture and Fixtures ..................6. 555 17 23 3.1 
Chemicals and Allied Products ............. 1,282 40 26 3.5 
Petroleum and Petroleum Products ........ 399 13 7 9 
Food and Kindred Products .............. 648 2.0 33 45 
IID no ca cb coves ccc veccsacces 17 5 3 A 
Paper and Allied Products ................ 721 23 52 7.0 
ND ides Sears Cae ds pc0ve eo vancaes 8,921 28.5 38 5.1 
I oi oh occ w'gdivw vesyseeaee 1,608 5.1 491 66.4 
ell ot pic bbe 0 veele beeen $31,290 100.0 740 100.0 





Source: Calculated from special material provided by the Business Activities Division, 


Michigan Department of Revenue. 


* Details may not add to totals because of rounding. 


year, the group accounted for 34.6 per 
cent of the total value added by all in- 
dustries in Michigan.* If the two 
groups of automotive manufacturers 
(vehicles and supplies) are combined, 
they accounted for more than one-half 
of the total tax collected from all manu- 
facturers in the fiscal year 1956, and 
more than one-third of the total tax 
collected from all sources in that year. 

Only a casual consideration of the 

11 Census of Manufactures, 1954, Bureau of the 
Census. 

12 yhid. 


facturing, as well as from other types 
of businesses. 


Analysis and Suggested Reforms of 
Selected Features 


Certain basic theoretical principles 
are embodied in the value-added tax. 
Their application, however, was condi- 
tioned by the many economic and po- 
litical forces that contend for recogni- 
tion whenever new tax legislation is 
under review. As is always true in the 
formulation of tax policy, legislative 
discretion was employed to temper the 
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rigidities of formal theory. Although 
departures from the theory of value- 
added taxation were in some applica- 
tions necessary, as being consistent with 
accepted practices in state taxation, 
others, however, especially the major 
ones, lack rationale and tend to negate 
the merits of this form of taxation. 

The rationale and nature of the con- 
cept of value added, and the use of this 
measure as a proper basis for taxation 
have been discussed briefly in a preced- 
ing section. They are, moreover, treated 
at some length in the literature.’* It is 
the purpose of this section to analyze 
selected statutory provisions in the light 
of the logic of value-added taxation and 
to draw such conclusions as appear to 
be warranted concerning the problems 
created by their enforcement. 

Minimum Deductions and Dollar Ex- 
emption. Implicit in the application of 
this measure is the outcome that the 
value added by an enterprise, either ab- 
solutely or in relation to gross receipts, 
is not necessarily, and indeed is seldom 
the same as that added by any other 
enterprise. Hence, the magnitude of 
the tax should not be uniform and any 
attempt at achieving such uniformity 
violates the basic premise. 

The attempt to narrow the range of 
variations in the impact of the BAT by 
setting a maximum limit of 50 per cent 

13 See, for example, the following sample sources: 
Paul Studenski, “ Toward a Theory of Business Tax- 
ation,” Journal of Political Economy, October, 1940; 
R. Arant, “ The Place of Business Taxation in the 
Revenue Systems of the States,” The Tax Magazine, 
April, 1937; G. Colm, “ The Ideal Tax System,” 
Social Research, August, 1934, and “ The Basis of 
Federal Fiscal Policy,” The Tax Magazine, June, 
1939; W. W. Mount, “A Re-Examination of Taxa- 
tion Fundamentals,” Taxation Fundamentals and Cur- 
rent Tax Problems, Financial Management Series, 
Number 67; H. Ito, “ The Value-added Tax in Japan,” 


The Annals of the Hitotsubashi Academy, No. 1, 
October, 1950. 


MICHIGAN’S VALUE-ADDED TAX 


357 


on the proportion of gross receipts 
which can be included in the base re- 
sults in excessive revenue losses, and, in 
addition, inserts an arbitrary and dis- 
criminating element in the statute’s ap- 
plication. In effect, a firm that adds a 
large amount of value to its salable 
product from inputs of land, labor, and 
capital, rather than from _ purchases 
from other firms, is taxed on propor- 
tionately less value added than an en- 
terprise that adds but a small amount 
of value via the same process. 

The generally accepted premise of tax 
justice is that equals should be treated 
equally. And under a value-added tax 
this is interpreted to mean that firms 
adding equal amounts of value should 
contribute equal amounts of taxes, that 
is, all the value added of the taxpayer 
should be used in measuring the base of 
the tax. This violation of horizontal 
equity is further magnified if the tax- 
payer qualifies for the supplementary 
“payroll” deduction, the statutory 
provision designed to give relief to those 
firms with large payrolls relative to 
gross receipts. In combination, these 
combined deductions could equal 60 per 
cent of gross receipts, regardless of the 
amount of value added by the firm. 

Once the base is computed, each tax- 
payer is entitled to an exemption of 
$12,500. Consequently, when effect is 
given to this and the minimum optional 
deduction, a taxpayer must have tax- 
able gross receipts of more than $25,000 
in order to be subject to the tax. Thus, 
a large number of firms, notably those 
of professional persons and the service 
industries, and, perhaps to a somewhat 
lesser extent, agricultural activities es- 
capes the tax. 

The actual combined impact on the 
fiscal productivity of the BAT of the 
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minimum deduction and dollar exemp- 
tion cannot. be determined from the 
available data. A conservative estimate 
has placed the loss attributable to the 
50 per cent optional deduction at more 
than $10 million, which would amount 
to about 18 per cent of the total col- 
lections from the tax in the last fiscal 
year.'* 

With a tax rate of 7.75 mills for or- 
dinary business and of 2 mills for pub- 
lic utilities, the $12,500 exemption is 
equivalent to a tax reduction of $96.88 
in the former instance, and of $25 in 
the latter. The elimination of the ex- 
emption for some 100,000 reporting 
firms would, thus, increase collections 
by almost $10 million, an amount that 
may be worth the administrative effort 
and expense necessary for its collection. 
Also questionable is the contention that 
the exemption gives needed relief to the 
small business, for the marginal burden 
as a result of its elimination is of small 
magnitude. Maintaining the exemption 
at its present level would thus seem to 
be less a concession to administrative 
than to political expediency. 

The principal conclusion to be reached 
is that the BAT is unnecessarily limited 
in its scope and discriminating in its ap- 
plication because of the deduction and 
exemption provisions. Cunsiderations 
of equity would give priority to the re- 
moval of the arbitrary 50 per cent de- 
duction, for such a provision lacks 
rationale under a tax that purports to 
equate the tax base of every business 
with the value of the contribution of 
that enterprise to the output of eco- 
nomic goods and services. The result of 

14 A, L. Gornick, “ The Michigan Business Receipts 
Tax—lIts Basis and Economic Theory,” A Syllabus of 
the Presentations at the Institute on the New Business 


Receipts Tax, Law School of the U. of Michigan, 
Ann Arbor. (July 30, 1953.) 
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this provision is that the tax is not treat- 
ing alike taxpayers who are, in an eco- 
nomic sense, similarly situated. 

Whereas dollar exemptions are widely 
used throughout the states for purposes 
of small business relief and of adminis- 
trative facility, the Michigan statute is 
overly generous when effect is given to 
the combined fiscal impact of the dollar 
exemption and optional deduction. 
Short of revolutionary changes in the 
structure of the tax, an alternative pro- 
posal to moderate the severity of the 
present revenue losses would be to allow 
a deduction from taxable gross receipts, 
in lieu of itemized deductions, equal to 
$12,500 or 50 per cent of such receipts, 
whichever is less. Equity and revenue 
considerations, as well as administrative 
facility, would be served by the inclu- 
sion of such an option together with a 
modest dollar exemption, say of $2,500. 

Investment Expenditures. The Mich- 
igan tax does not permit the deduction 
from value added of purchases of capi- 
tal assets. Likewise, no allowance for 
the depreciation of personal property is 
made. In contrast, depreciable real 
property is permitted such an allow- 
ance. These provisions, in combination 
with the statutory treatment of inter- 
firm rent, interest, and dividend pay- 
ments, pose several problems of an ad- 
ministrative and theoretical nature. 

For the administrator, the problem is 
one of differentiating between real and 
personal property. The statute contains 
a general definition of what constitutes 
real property, but, in practice, the dis- 
tinction between depreciable real and 
personal property is difficult to estab- 
lish. Clarence W. Lock, Commissioner 
of the Michigan Department of Rev- 
enue, has termed it, “. . . the most difh- 
cult problem facing us as administrators 
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of this tax.” 


The deduction for depreciation on 
real property materialized chiefly be- 
cause businesses owning such property 
argued that by permitting the deduc- 
tion of rents paid and disallowing any 
depreciation expenses, the law gave an 
advantage to enterprises renting prop- 
erties. Although this inequity is parti- 
ally eliminated, enterprises renting fix- 
tures, tools, and equipment still have a 
comparative advantage over those own- 
ing the same items. 

Aside from the administrative aspects 
of the treatment of depreciation, the 
current method represents a major de- 
parture from the value-added tax 
theory. Because of the disallowance 
both of depreciation on capital equip- 
ment and of purchases of capital goods, 
there arises the problem of a double lia- 
bility on such items. 

In the computation of the base, all 
amounts representing value added by 
other businesses should be excluded. 
When an expenditure for new capital 
equipment is made, no immediate addi- 
tions or subtractions of value are attrib- 
uted to the purchasing enterprise. 
Rather, as the raw materials are worked 
into a finished product with the aid of 
the capital equipment, such equipment 
gives off, so to speak, that part of its 
value contributed by the manufacturer, 
and not the purchaser, of the capital 
asset. The raw material is considered as 
receiving an increment of cost from the 
capital equipment, and hence, the capi- 
tal expenditure should be deducted as it 
becomes a part of the final product, that 
is, by an annual allowance for depreci- 
ation. 


15 Administrative History of Michigan’s Business 
Activities Tax,” Proceedings of Forty-Fighth Annual 
Conference, National Tax Association, 1955, p. 24. 
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The receipts from the sale of capital 
equipment do, however, represent a 
portion of the value added by the 
capital producing firm and are thus tax- 
able under the BAT. But because the 
amount of the sale is not treated the 
same as similar transactions between 
businesses—all other purchases are allow- 
able deductions—the portion of produc- 
tion represented by the capital asset is 
included once in the value added of the 
capital producer, and again as a part of 
the tax base of the firm making the 
purchase. The same value then is tax- 
able upon two occasions. 

A duplication of the tax would not, 
of course, result if depreciation allow- 
ances were permitted as deductions, and, 
at the same time, the non-deductibility 
of capital asset purchases were retained. 
Under such a procedure, the cost of the 
capital equipment would be non-de- 
ductible in the year of the purchase, but 
the value added by the capital equip- 
ment would emerge for taxation as the 
equipment was consumed in the process 
of production. Whichever alternative is 
selected, the subtraction of the initial 
cost or the deduction of the annual de- 
preciation, ultimately the same total is 
subtracted from gross receipts. The 
only difference is that in the former 
procedure the amount of value added 
is considerably smaller in the year of 
purchase, and larger in subsequent 
periods, but in the latter, the value 
added is relatively constant throughout 
the life of the capital equipment. 

The failure to permit depreciation on 
personal property also tends to dis- 
criminate among businesses according to 
the relative importance to their opera- 
tions of real as opposed to personal 
property. And further, though the 
statute specifically disallows the deduc- 








tion for capital expenditures and depre- 
ciation on personal property, it does 
permit a deduction for all rental ex- 
penses. An enterprise then which leases 
its capital equipment can deduct the 
full cost of the use of that equipment. 
Save for the low tax rate, such in- 
equitites could affect rental costs and 
the pattern and structure of property 
ownership. 

If administrative facility alone were 
at issue, no deduction for depreciation 
should be allowed on any property, real 
or personal. Even then, unless the cur- 
rent treatment of new capital expendi- 
tures were modified, the statute would 
still contain an inequity. Considera- 
tions both of equity and of consistency 
dictate that if the current provision of 
disallowing a deduction for capital ex- 
penditures is continued, depreciation 
should be allowed on all assets. Con- 
versely, if the proposal to disallow all 
depreciation expenses is adopted, then 
capital expenditures should not be in- 
cluded in the tax base. 

Interest and Dividends. The uniform 
exemption of interest and dividends re- 
ceived accords with the principle of a 
value-added tax—when a receipt of one 
enterprise is included in the tax base of 
another, it should be excluded from the 
one in order to avoid double counting. 
Deductibility should be denied, how- 
ever, if either party to the transaction, 
the payor or the payee, is exempt from 
the tax. Otherwise, the effect would 
be to create a serious loophole by ex- 
cluding from taxation a part of the 
value added by the economic com- 
munity. The Michigan statute contains 
such a loophole, because of the wide 
range of exempt enterprises, e.g., in- 
surance companies, banks, trust com- 
panies, other fiduciaries, and non-profit 
institutions. 
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The exemption of interest and divi- 
dends received was prompted by con- 
siderations of “in lieu” taxation, these 
receipts being subject to the intangibles 
tax. Avoidance of an excess burden on 
dividend payments was, however, more 
or less overlooked, for they are not de- 
ductible and hence are included in the 
value added of the payor. In contrast, 
interest paid is a deductible business ex- 
pense. Payments for borrowed capital, 
as a consequence, are outside the scope 
of the BAT. They are deductible, as 
paid and exempt as received. The differ- 
ential treatment of interest and divi- 
dends paid is subject to criticism on the 
ground that favoritism is thereby 
shown debt as compared with equity 
financing. 

In addition to the aforementioned in- 
equity, the exemption of nonprofit en- 
terprises results in some interest income 
being relieved of all taxes, for these in- 
stitutions enjoy an exempt status under 
the intangibles tax as well. The same is 
true of the rental payments accruing to 
such organizations. Although divi- 
dends received by non-profit enterprises 
are also exempt, the payments are 
usually taxed at least once, that is, as 
value added by the payor. 

The present treatment of interest and 
dividends paid rejects the practical 
similarity of these payments in the in- 
stitutional organization of our society. 
Both must be paid if a business enter- 
prise is to attract capital. Thus, some 
adjustment is warranted in the BAT to 
equalize the tax burden on interest and 
dividend incomes, and to remove the 
loophole provided by the statutory ex- 
emption of financial and non-profit in- 
stitutions. 

A practical solution to the problem 
would be to treat all property incomes 
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uniformly, i.e., either to exclude the 
receipts of such income from the tax 
base and disallow the deduction of the 
payments in arriving at value added, or 
conversely, to consider interest, rents, 
and dividends as value added by the 
payee only. Although both procedures 
would eliminate the favoritism shown 
debt financing over equity financing, 
the former alternative would probably 
be preferable in the Michigan situation, 
because it would also, to some extent, 
eliminate the loophole provided by the 
exemption of financial and non-profit 
institutions."* Thus, these property in- 
comes would be taxed before they were 
received by such enterprises. In the 
majority of instances, payments of in- 
terest, rent, and dividends are made by 
commercial businesses to financial or 
non-profit organizations, and not in the 
reverse order. 

The Double-rate Scheme. It has been 
argued that regulated industries should 
not be taxed so heavily as others, be- 
cause their rates are controlled with the 
aim of permitting them to earn only a 
“fair” rate of return on the invest- 
ment. To afford preferential tax treat- 
ment to such enterprises, however, re- 
sults in other taxpayers more or less 
subsidizing these operations. If sub- 
sidization is necessary or desirable, the 
tax device is not considered the most 
direct means available. 

The BAT, nevertheless, assesses a pref- 
erential tax rate of 2 mills on public 
utilities as compared to the standard 
rate of 7.75 mills. Two observations on 
the double-rate scheme are relevant. 
The first pertains to the basic philos- 
ophy underlying the tax on value 
added. The second, of a more practical 
nature, relates to the revenue loss associ- 


16 In national income statistics, interest and divi- 
dends are considered as value added by the payor. 
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ated with the double-rate system. 

As indicated elsewhere, a reasonable 
approximation of the extent to which 
the state contributes to the value of the 
firm’s product is achieved by relating 
the tax liabilities of business enterprises 
directly to the value created in the 
process of production. The services 
made available by the government are 
enjoyed by all businesses, irrespective 
of the nature of their operations or of 
their profitability. The requirement of 
uniformity in taxation on the basis of 
benefits received, as measured by the 
net volume of business activity, dictates 
a single rate structure, applicable to all 
types of businesses. The differential tax 
rates of the BAT violate this basic re- 
quirement. 

For the fiscal year ending June 30, 
1959, some 731 public utility firms filed 
tax returns with payments totaling 
$1,196,708."" If these enterprises had 
been assessed at 6.5 mills? the tax rate 
for other businesses in that year, collec- 
tions would have been $5,185,735. In 
1959 then, the cost to the state of this 
provision in the statute was $3,989,027, 
or roughly 7 per cent of the total col- 
lections.”® 

Net Income Credit. Adherence to 
the general philosophy of a tax on 
value added necessarily implies that 
there be differential tax impacts, based 
on variations in the amounts of inputs 
used in the process of production. As 
a consequence, enterprises with zero 
profits, or even those experiencing 
losses, would usually incur positive tax 
liabilities, due entirely to the differential 
between purchases and sales. The com- 

17 Eighteenth Annual Report of the Michigan De- 
partment of Revenue, p. 68. 


18 This figure represents the minimum cost, because 
the number of public utilities not filing returns as a 
result of the dollar exemption from the tax base is 
not ascertainable. 
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position of that differential does not 
matter. If profits are not made or even 
if losses are sustained, there are wages, 
and most probably interest and rent. 
Hence, the lack of profits or even the 
emergence of losses has no bearing on 
the justification of a positive tax obliga- 
tion. 

Moreover, the “no profit-no tax” 
objection to the value-added levy over- 
looks the obvious relationship between 
government services and all businesses, 
in that such services are provided with- 
out reference to internal economies or 
degrees of profitability. To excuse or 
otherwise differentiate between profit- 
able and unprofitable firms is indirectly 
to penalize the former.’® 

The recently initiated “ net income 
credit ” provision of the BAT was de- 
signed primarily to give relief to those 
activities which record low net incomes 
as a percentage of value added, for the 
credit diminishes as this ratio increases.” 


TABLE V 
Possiste ReveNve Losses ATTRIBUTABLE TO 
Net Income Crepit Provision FROM 
MANUFACTURING, 1959 











Per Cent Average R Per a 
er Cen r : evenue o 
Net Income N — Loss * Total 
of Tax Base (per cent) (000) Collec- 
tions 
0- 9.9 21.0 $6,583 11.9 
10-19.9 6.7 2,100 38 
20--29.9 40 1,254 23 
30-39.9 28 878 16 
4049.9 22 690 1.2 
50~-over 15 470 9 





*Computed from Eighteenth Annual Re- 
port, Michigan Department of Revenue, p. 68. 


19On this question see, T. $. Adams, “ Funda- 
mental Problems of Federal Income Taxation,” 
Quarterly Journal of Economics, Vol. XXXV (Au- 
gust, 1921) pp. 551-552. 


20 The provision was incorporated in Act 262, 
P.A. 1959, to become effective July 1, 1959. 
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Because of the over-all volatility of 
net income and the lack of necessary 
data, it is difficult to measure accur- 
ately, either between or within indus- 
tries, the dollar benefit accruing to busi- 
nesses of various sizes, or conversely, the 
dollar cost to the state. An indication 
of the magnitude of the latter can be 
gained, however, by assuming varying 
relationships between the net income 
and the tax base of various industrial 
sectors. The schedules in Table V show 
the possible revenue losses from manu- 
facturing, in absolutes and as a per- 
centage of the total collections, on the 
basis of varying ratios of net income to 
the tax base. Again, it should be noted 
that the distribution of these losses in 
the form of relief to low income firms 
cannot be ascertained. It can be noted 
in passing, however, that because a por- 
tion of the credit accrues to all firms, 
some of those receiving tax savings 
least require them. 

Despite the possible loss of revenue, 
and the unknown distribution of the 
relief provision, such a credit, relating 
in some obscure way to the ability to 
pay notion, is contrary to the spirit and 
rationale of value-added taxation. 


Summary and Conclusions 


The analysis of the preceding sections 
suggests that though the BAT has 
proved to be a productive source of 
revenue, its full potential has not been 
realized. This is due almost entirely to 
statutory provisions which conflict with 
the logic of value-added taxation. 


Thus, the main policy implication of 
this article is that consistency in defin- 
ing the tax base with the economic con- 
cept of value added should receive 
prompt official attention. 

The major departures from the use 
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of the value-added base are the 50 per 
cent optional deduction, the supplemen- 
tary payroll deduction, and the net in- 
come credit. As a result of their ap- 
plication, the impost is in effect levied 
on gross receipts at one-half or less of 
the statutory tax rates, irrespective of 
the value added by the business enter- 
prise. 

Additional consideration should also 
be given to the current treatment of 
capital asset purchases and its relation- 
ship to depreciation on personal prop- 
erty. Preferably, an allowance for de- 
preciation should be extended to all 
property, real and personal. But if the 
alternative method of deducting capital 
expenditures in the year of acquisition 
were adopted, then all depreciation de- 
ductions should be disallowed. Only 
by the selection of one or the other of 
the alternatives will the problem of 
double liability be resolved, and with it, 
the virtually impossible administrative 
task of differentiating between real and 
personal property. 

Disparities in the statutory treatment 
of inter-firm rent, interest, and dividend 
payments create serious inequities in the 
imposition of the BAT. These can be 
minimized by considering such disburse- 
ments as value added by the payor only. 

The effects of the generous $12,500 
exemption are multiple. First, it re- 
duces the size of the tax base. Second, 
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it adds a differential element to the 
effective tax rates. And last, coupled 
with the optional deduction provision, 
the exemption results in the complete 
exclusion from the tax rolls of all firms 
having gross receipts of $25,000 or less. 
A proposal to mitigate these effects and 
yet be consistent with administrative 
practicality has been proffered. 

The brief history of value-added tax- 
ation in Michigan suggests several con- 
clusions that may have general applica- 
bility in the area of state ° business 
taxation. The Michigan experience 
demonstrates that the taxation of value 
added is technically feasible and can be 
carried out with a minimum of adminis- 
trative difficulties. In contrast to other 
forms of business levies, the tax is ap- 
plied successfully to both the unin- 
corporated and the corporate forms of 
business organization, and to the various 
industries. Moreover, the impost is ap- 
parently acceptable to the business com- 
munity as a substitute for the net in- 
come tax. And last, the claims of its 
productivity are confirmed. 

The difficulties that have arisen in 
connection with the imposition of the 
tax are symptomatic of the problems 
that arise whenever an entirely new 
fiscal measure is employed. If the 
recommendations suggested are realized, 
the position of the tax in the revenue 
structure of the state will be enhanced. 











A PROPOSED NEW SYSTEM OF NON-HIGHWAY 
BOND FINANCING FOR LOUISIANA 


WILLIAM D. ROSS AND JOSEPH M. BONIN - 


_— paper proposes a new system of 

non-highway bond financing for the 
State of Louisiana and makes a case for 
the proposal through pointing to the 
deficiencies in the current system. 
However, this proposal should not be 
construed by anyone as reflecting ad- 
versely upon the state officials who have 
been responsible for debt management 
in this State in the recent history of the 
state debt of Louisiana, which dates 
from the year 1928. There is no ques- 
tion but that during this entire period 
the officials charged with the responsi- 
bility for debt issue and debt manage- 
ment in this State have acted in good 
faith and with some measure of suc- 
cess. 

Nevertheless, there is a far better 
system—a system which can save the 
taxpayers of Louisiana millions of dol- 
lars in future interest charges on state 
bond financing, and can gain for the 
state credit ratings comparable to those 
enjoyed by the most favored of the 
states. It is this fact alone which 
prompts this proposal. The pattern for 
this proposed new system was estab- 
lished in the enactment of the new sys- 

*Dr. William D. Ross is Professor of Economics 
and Dean in the College of Business Administration 
at Louisiana State University; Dr. Joseph M. Bonin 
is Associate Professor of Economics, Auburn Uni- 
versity, Auburn, Alabama. This article is based in 
large part upon the unpublished Ph.D. dissertation of 
Dr. Joseph M. Bonin, entitled “A Critical Analysis 
of the Debt Structure and Debt Management in 


Louisiana,” Louisiana State University Library, Baton 
Rouge, Louisiana. 


tem of bonding for the Louisiana De- 
partment of Highways adopted through 
constitutional amendment (Article 6, 
Section 23, Louisiana Constitution; Act 
141, 1955) in 1956.2 Experience with 
this new system of highway bond fi- 
nancing has proven beyond question the 
merits of the system. The action taken 
in 1955 resulted in a one-step increase 
in the ratings of all Louisiana Highway 
Bonds outstanding; this has, undoubt- 
edly, resulted in the Highway Depart- 
ment receiving relatively more favor- 
able interest rates on the sale of 
$52,500,000 in new bonds since that 
date. Asa by-product of the 1955 ac- 
tion in the re-organization of highway 
bond financing in Louisiana, a number 
of other state issues were also up-graded 
by Moody’s and the other rating serv- 
ices. The need is to extend this type of 
system and its benefits to the non-high- 
way debt structure. 


I. NEED FOR A NEW SYSTEM 


The need for a new system of non- 
highway bond financing in Louisiana 
becomes obvious when the deficiencies 
in the present debt structure and debt 
management machinery are examined. 
The major defects have been of two 
types. In the first category are the 
legal defects traceable primarily to the 

1Dr. William D. Ross served as Financial Con- 
sultant to the Joint House-Senate Highway Commit- 
tee of the Louisiana Legislature and the Louisiana 


Department of Highways in connection with the de- 
velopment and passage of this legislation. 
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Louisiana Constitution of 1921. The 
second group of flaws, resulting partly 
from the poor legal framework, are the 
inefficiencies in the administrative ma- 
chinery. 


Legal Impediments to 
Efficient Borrowing 


Many institutional impediments to 
efficient public finance are contained 
and perpetuated in the Constitution of 
1921. There is no systematic treatment 
of debt policy in this document, and 
the provisions relative to borrowing are 
detailed and scattered. The constitu- 
tional debt limitation is highly inflexible 
and is not representative of the public 
attitude toward borrowing in the State. 

Other institutional flaws that have 
their origin in the Constitution of 1921 
are the various tax dedications. Tax 
dedications developed at a time when 
the State’s credit was relatively poor; 
they were apparently intended to lend 
security to bond issues in order to make 
them more marketable. The main re- 
sults of the dedications, however, have 
been to add complexity to the debt 
structure and to use tax revenues and 
other funds inefficiently as protection 
for bond issues. The dedication of tax 
revenues to certain bond issues has also 
contributed to wide use of prior and 
subordinate liens in Louisiana. Other 
things equal, bonds with subordinate 
liens are less marketable and such bor- 
rowing is more expensive. Still another 
defect in the relationship between taxa- 
tion and borrowing is the existence of a 
property tax limitation in the Constitu- 
tion.” This restriction is not at all re- 
assuring to bondholders who tradition- 
ally expect an unlimited stand-by 


2 Louisiana, Constitution (1921), Art. 10, Sec. 3, 
as amended 1954. 


authorization to levy property taxes for 
state debt service, should the need ever 
arise. The states which have received 
the highest ratings on their bond issues 
usually have had unlimited taxing 
power. 


Ad ministrative Impediments to 
Efficient Borrowing 


The second major institutional im- 
pediment in Louisiana’s debt structure 
is in the administrative machinery. This 
problem, of course, cannot be entirely 
separated from the constitutional or 
legal framework. The administrative 
machinery for debt management in 
Louisiana has had these weaknesses: (1) 
there has been no centralized manage- 
ment of the entire debt structure; (2) 
the lines of authority in debt manage- 
ment have been changed repeatedly and 
provision has not always been made for 
clear and consistent administrative ma- 
chinery; (3) there has seldom been 
enough flexibility in administrative au- 
thority to permit efficient debt manage- 
ment; and, (4) finally, there has been 
no clear and consistent planning or 
comprehensive policy in the shaping of 
the debt structure. 

Examples of these major flaws in 
Louisiana’s debt structure and manage- 
ment are numerous. The lack of cen- 
tralized management, which has re- 
sulted from the use of separate and 
uncoordinated constitutional authoriza- 
tions, is evident in the fact that not all 
Louisiana borrowing is reviewed by a 
single governmental unit but rather the 
borrowing is done on an independent or 
semi-independent basis by the several 
agencies and departments of the State. 
The fact that the administrative ma- 
chinery has been changed frequently 
and is still not clear is illustrated by the 
“ off-again-on-again ” role of the Board 
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of Liquidation in State borrowing. To- 
day it is still difficult to discover ex- 
actly the relationships between say, the 
State Treasurer, the Board of Liquida- 
tion, the Highway Commission, and the 
State Bond and Tax Board. 

The lack of freedom to vary pro- 
visions in bond sales, which freedom is 
necessary if debt management is to take 
place at all, has been an especially seri- 
ous flaw in Louisiana. Authors of 
constitutional amendments authorizing 
borrowing have usually included a su- 
perabundance of directions about bond 
provisions. It has often been indicated 
that bonds should be serials, that they 
should be deferred, that they should be 
callable, and even, on one occasion, the 
exact date of issue was specified. The 
problem of getting the best terms is a 
matter requiring the utmost in flexi- 
bility to cope with fast changing con- 
ditions in the bond markets—it is, 
therefore, a function of management 
and not a matter of policy. 

In addition to the overdetailing of 
debt provisions in Louisiana’s Constitu- 
tion, there has also been a lack of clarity 
and consistency in debt policy. Some 
bonds have been direct obligations with- 
out being full faith and credit obliga- 
tions. Other bonds have been secured 
by the State’s full faith and credit 
pledge while at the same time being in- 
direct obligations. In still other issues, 
the State’s role is not expressly given. 
The use of the call feature has not been 
consistent, and the timing of bond sales 
has been less predictable. Even the 
offices charged with the actual process 
of selling the bonds have often been 
changed. All such practices have con- 
tributed uncertainty to the debt struc- 
ture, and this uncertainty is considered 
reprehensible by the rating agencies and 
the bond buyers. 
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Il. LOUISIANA’S DEBT STRUCTURE 
COMPARED WITH OTHER STATES 


A careful comparison of Louisiana’s 
debt structure and bond ratings with 
the debt structures of the five states 
generally enjoying the highest credit 
ratings on state bonds in recent years 
produces some interesting results; the 
states selected for comparison are Con- 
necticut, Maryland, Massachusetts, New 
York and Ohio. Comparison of the 
characteristics of Louisiana’s debt struc- 
ture with the averages for all 48 states 
in 1957, the most recent year for which 
comparable data are available, is also 
helpful. Louisiana’s debt structure com- 
pares favorably in both cases. The 
amounts borrowed for highways and 
other specific purposes are not dispro- 
portionate. The debt burden in Louisi- 
ana is higher in terms of per capita debt 
and in terms of per capita debt to per 
capita income, than the average for all 
states, but lower than in several of the 
selected states. The ratio of borrowing 
to revenue plus borrowing was lower in 
Louisiana in 1957 than in all 48 states 
and in each of the five states selected 
for comparison; the ratio of borrowing 
to expenditures was likewise smallest in 
Louisiana. Full faith and credit obli- 
gations have been widely used in the 
State; and, finally, the debt is being re- 
tired rapidly. If the basic economic 
strength of the state and the intrinsic 
soundness of its financial structure were 
given the weight they deserve, Louisi- 
ana would have a good part of its out- 
standing debt rated Aaa (the highest 
rating given by Moody’s). There is, 
nevertheless, ample opportunity for im- 
provement in debt management and in 
the debt structure in Louisiana. This 
internal improvement is imperative as 
long as the rating systems and the mar- 
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ket criteria remain unchanged. Millions 
of dollars in unnecessary interest charges 
have béen the cost of the failure to 
make these improvements in the past. 
Without these improvements, many 
more millions in unnecessary state ex- 
penditures will be added to this cost in 
the future. 


Ill, PROPOSED NEW SYSTEM 


Full scale reform of Louisiana’s debt 
structure would require a new Consti- 
tution. Ultimately, no doubt, the State 
will get a new Constitution, but no such 
action is presumed or suggested here. 
An entirely feasible and workable 
re-organization of non-highway bond 
financing in Louisiana can be accom- 
plished within the existing legal frame- 
work and without tampering in any 
way with the existing state debt struc- 
ture or the existing allocation of reve- 
nues. 

The proposal which follows deals 
with future non-highway bond financ- 
ing only. However, if enacted, it may 
be expected to strengthen the position 
of outstanding issues with a resulting 
increase in the ratings enjoyed by such 
issues. 

It is not even necessary to alter the 
complex system of tax dedications for 
operational purposes which has become 
a questionable, but important, part of 
the state’s financial structure; no such 
change is proposed. What is proposed 
is that the first charge on all state reve- 
nues which the bond holder is theo- 
retically supposed to have under the full 
faith and credit pledge be made specific 
and fully effective. It is proposed that 
all non-highway revenues of the state of 
Louisiana be pledged as protection for 
future non-highway bonds issued by 
this state, and that all such bonds shall 
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be par or single-lien obligations bearing 
the full faith and credit of the state of 
Louisiana. A State Bond Fund, through 
which all non-highway state revenues 
would be channeled before distribution 
for operational and other purposes, 
would be created. 


(1) 

The first section of a legislative act 
and constitutional amendment to effect 
this proposed re-organization would 
read as follows: Subject to dedication or 
other contractual allocations heretofore 
made to holders of outstanding bonds 
by the Constitution, there shall here- 
after be paid into a special fund in the 
Treasury, to be known as the State 
Bond Fund, all revenues derived from 
the following sources. Under this pro- 
vision would be listed all non-highway 
revenues of the state of Louisiana. 


(2) 

The second section of this act would 
establish a single State Bond Commis- 
sion, adequately financed and expertly 
staffed, which would be given the sole 
responsibility for handling the issue and 
management of all future non-highway 
state bond issues in Louisiana, for what- 
ever purpose or whatever agency in- 
volved. Responsibilities of the Com- 
mission would include: (a) advising 
state agencies and the Legislature with 
respect to capital budget planning; (b) 
advising state agencies and the Legisla- 
ture with respect to bond legislation; 
(c) handling the issue and management 
of all future non-highway bond issues; 
and (d) full reporting to the rating 
services, bond buyers, and the public on 
all pertinent aspects of the state debt 
structure and debt management in 
Louisiana. 





(3) 


Provision would be made for all fu- 
ture non-highway bond issues of the 
state of Louisiana, for whatever pur- 
pose, to be payable, on a parity, from 
the funds available to the State Bond 
Fund. All such bonds would be full 
faith and credit general obligations of 
the state and payment of the principal 
and interest of said bonds would be a 
first charge upon the funds of the State 
Bond Fund, which in turn would enjoy 
a first claim on all non-highway reve- 
nues of the state of Louisiana. Spe- 
cific amounts of bonds would still be 
authorized for specific purposes by 
legislative action and _ constitutional 
amendment within the new legal frame- 
work and administrative machinery 
thus provided. 





(4) 


Provision would be made for all other 
state funds and state agencies, including 
the General Fund, to receive funds 
allocated exactly as presently provided 
by State Law, after the Treasurer of 
Louisiana has first set aside in the State 
Bond Fund the amounts required for 
the payment of the principal and in- 
terest upon future bond issues. Each 
state agency’s authority to utilize its 
funds would remain exactly as cur- 
rently provided by Law. 
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IV. CONCLUSION 


Greater margins of protection for the 
state’s issues would result automatically 
if the various obligations of the state. 
were not differentiated. The use of the 
state’s full faith and credit pledge, made 
fully and unequivocally effective by a 
constitutional prior claim on all state 
revenues, in support of each new state 
issue would mean that no issue would 
be subordinate to any other issue. All 
issues, individually and in the aggregate, 
would then clearly be protected by the 
total revenues and other resources of the 
state. Such action would have to be 
taken in the beginning subject to prior 
specific bond liens. Eventually, how- 
ever, all issues outstanding would be 
single lien bonds protected by the total 
resources of the state government of 
Louisiana. The results could unques- 
tionably be expected to be Aaa ratings 
for all Louisiana bonds. Every existing 
excuse for not awarding such ratings 
would have been removed. 

With this proposed new system of 
bond financing, the State of Louisiana 
would be in a position to use bond fi- 
nancing wisely and efficiently to finance 
economically sound capital expenditures 
currently needed in such areas as high- 
ways, the University, the state colleges, 
and other state institutions. Properly 
handled, bond financing of capital im- 
provements is as sound for a state gov- 
ernment as it is for a private business 
corporation, where such a practice is 
never questioned. 
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MEASURING MUNICIPAL OUTPUT 


HENRY J. SCHMANDT AND G. ROSS STEPHENS * 


inane has been much speculation 


over the years as to the relationship 
between municipal expenditures and 
population size. Proponents of the 
smaller units of government contend 
that there are no significant economies 
of scale associated with size; that on the 
contrary, per capita costs of local gov- 
ernment increase rapidly with popula- 
tion growth. Defenders of the large 
city point of view, on the other hand, 
argue that economies of scale do in fact 
exist and that large units provide more 
services per tax dollar than their smaller 
prototypes. Attempts to resolve this 
issue empirically have been impeded by 
lack of comparable data among the 
municipalities, particularly with respect 
to service levels or output. The find- 
ings, as a result, have been inconclusive 
and varied. 

The wide differences that exist in per 
capita expenditures among cities have 
prompted a number of important stud- 
ies in recent years. Hawley, for ex- 
ample, examined the relationship be- 
tween municipal expenditures of the 
central city and eighteen social and 
economic characteristics for 76 metro- 
politan areas.’ Scott and Feder used the 
fiscal reports of 192 California cities to 
determine the relationship between per 

*Mr. Schmandt is Associate Professor of Political 
Science at the University of Wisconsin, Milwaukee. 
Mr. Stephens is now Assistant Professor of Govern- 
ment at the University of Connecticut. This article 
is a by-product of urban research made possible by 


a Ford Foundation grant to the University of Wis- 
consin, 


1 Amos H. Hawley, “ Metropolitan Population and 
Municipal Government Expenditures in Central 
Cities,” Journal of Social Issues, Vol. VII, 1951. 


capita municipal outlays and selected in- 
dependent variables.* Brazer, in the 
most comprehensive analysis made to 
date, examined 462 cities for similar 
purposes. All of these studies found 
wide variations in municipal expendi- 
tures within population groupings. 
None of them discovered significant 
correlation between per capita expendi- 
tures and population size when other 
variables were taken into account. 
Hawley found central city expenditures 
related to population density within the 
city and to the population size and 
other characteristics of the satellite 
area.* Scott and Feder noted statis- 
tically significant correlations between 
the level of municipal expenditures and 
taxable resources and commercial de- 
velopment.° Brazer concluded that ex- 
penditures are affected by circumstances 
peculiar to the state in which a city is 
located and by type of municipality 
(central city, industrial suburb, etc.). 
He also observed that density and ratio 
of city to metropolitan area population 
are other determining factors.® 

The three studies mentioned analyzed 
expenditures only, not quality or units 
of service. They made no attempt to 
determine to what extent the variable 

2 Stanley Scott and Edward L. Feder, Factors As- 
sociated with Variations in Municipal Expenditure 


Levels (Berkeley: Bureau of Public Administration, 
University of California, 1957). 


3 Harvey E. Brazer, City Expenditures in the 
United States, (New York: National Bureau of Eco- 
nomic Research, 1959). 


4 Hawley, op. cit., pp. 106-108. 
5Scott & Feder, op. cit., pp. 4, 31-32. 
6 Brazer, op. cit., p. 66. 


369 











370 NATIONAL TAX JOURNAL 


of “ service level ” contributes to varia- 
tions in municipal outlays. A recent 
study conducted by Werner Hirsch for 
the Metropolitan St. Louis Survey makes 
such an attempt.’ Using multiple cor- 
relation techniques, Hirsch analyzed ex- 
penditures among local governments in 
the St. Louis area for three municipal 
services: police, fire protection, and 
garbage collection; and for one non- 
municipal function: public education. 
Population, density, area, growth, per 
capita property valuation, and service 
level were used as independent variables. 
The service level index was constructed 
from items that presumably reflect the 
quality or level of the service rendered, 
such as training and experience of per- 
sonnel, ratio of personnel to population, 
amount and kind of equipment, and 
subjective ratings of the various munici- 
pal departments by experts in the field. 

Hirsch’s findings, while differing in 
some respect from the others, generally 
support the conclusion that population 
size has little effect on per capita mu- 
nicipal expenditures. This result ap- 
parently holds true even when the ele- 
ment of quality or service level, as 
roughly measured by the indexes which 
Hirsch employs, is introduced as an in- 
dependent variable. 

The present article describes the find- 
ings of a study made of the local gov- 
ernments in Milwaukee County to test 
the assumption that population size is 
unrelated to per capita municipal ex- 
penditures even when service levels are 
considered. Since the indexes used by 
Hirsch require data that are extremely 
difficult and costly to assemble on any 

7A portion of the study is reported in two articles 
by Werner Z. Hirsch, “ Expenditure Implications of 
Metropolitan Growth and Consolidation,” Review of 
Economics and Statistics, August, 1959; and “ De- 


terminants of Public Education Expenditures,” Na- 
tional Tax Journal, March, 1960. ‘ 
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large-scale basis, a less complex measure- 
ment of service level was employed with 
some apparent success. 


Service Output Index 


One of the major problems in com- 
paring service levels among municipali- 
ties is the lack of a satisfactory measure 
of output. It is relatively easy to de- 
termine this factor in the case of mu- 
nicipal utilities—water, sewers, electric 
power—by using gallons, or cubic feet, 
or kilowatt hours. However, it is a far 
different task when functions such as 
police and fire protection are considered. 
Hirsch’s index of these services con- 
sists largely of inputs (personnel, equip- 
ment, salaries, and similar items) which 
a municipality purchases in order to 
provide a given service. While these 
items influence output, they are the in- 
gredients and not the measure of pro- 
duction. Many of them, moreover, di- 
rectly reflect per capita spending rather 
than output. This is particularly no- 
ticeable in services where personnel costs 
constitute a large proportion of total 
expenditures. In such cases the variable 
used to explain expenditures is merely 
a reconstruction of per capita spending 
itself rather than a measure of produc- 
tion. For example, the inclusion of 
ratio of policemen to population as a 
criterion of service level is more a meas- 
ure of per capita expenditures than of 
output. 

The measurement employed in the 
present study is essentially one relating 
to output. It is based on a breakdown 
of each municipal service into subfunc- 
tions or activities. Thus police protec- 
tion is broken down into 65 categories 
including foot and motorcycle patrol, 
criminal investigation, youth aid bu- 
reau, ambulance and pulmotor service, 
school crossing guards, radio communi- 
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cation, radar speed units, and manual 
trafhe control. The service index or 
level for each function is then de- 
termined by adding the number of ac- 
tivities performed by the municipality. 
The list of municipal subfunctions used 
for this purpose totals 550.° 
Construction of a service index on 
the basis employed here is admittedly 
open to criticism. In the first place, it 
gives only a crude quantitative measure 
of output without telling how well or 
efficiently the activities are being per- 
formed. Secondly, it assigns equal 
weight to each activity so that the 
maintenance of a detective squad is 
equated with the furnishing of emer- 
gency ambulance service. Yet, the fact 
that the subfunctional listing is so de- 
tailed indirectly introduces a qualita- 
tive element into the index. We can 
assume that the more activities a depart- 
ment performs, the greater must be the 
degree of specialization of personnel, 
equipment, and facilities within it. As 
to the second objection, the question of 
weighting becomes less important when 
the detailed listing is applied across the 
board to a substantial number of mu- 
nicipalities for comparative purposes. 
Efforts could be made to work out a 
system of weights for the various sub- 
functions but whether such weighting 
would add much to the usefulness or ac- 
curacy of the index is problematical. 
Certain basic activities are generally 
performed by all local units that pro- 
vide a given service. Differences begin 
to appear when the department becomes 
large enough to engage in the more spe- 
cialized subfunctions, and these differ- 


8 The Citizens’ Governmental Research Bureau of 
Milwaukee maintains a detailed listing of the num- 
ber of activities performed by each government in 
Milwaukee County. Data used in this article both 
as to the number of subfunctions and the expendi- 
tures of the local units were furnished by the Bureau. 
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ences tend to follow a common pattern. 
The chief advantage of employing the 
activities listing as a measurement of 
service output is its simplicity and the 
relative ease with which the necessary 
data can be assembled. 

The present study examines the rela- 
tionships between service level (as meas- 
ured by the activities index) and cer- 
tain other pertinent variables, particu- 
larly population and expenditures, in 
the 19 cities and villages of Milwaukee 
County. These municipalities, which 
encompass the entire area of the county, 
range in size from an estimated 1,200 
residents in one of the suburban villages 
to over 750,000 in the City of Milwau- 
kee. The total operating budget of the 
smallest is $245,000, that of the largest 
$84,548,000. Of the list of 550 possi- 
ble subfunctions, the City of Milwaukee 
performs 375 while the suburban range 
runs from 89 to 250. To analyze the 
data by a statistical procedure that can 
readily and inexpensively be employed 
by local researchers and that is appro- 
priate where a limited number of cases 
are involved, simple rank order coeffi- 
cients were used. 

For purposes of analysis, the follow- 
ing nine variables were included in a 
correlation table: 


(1) Service index (number of activities 
performed) ; 

(2) total population; 

(3) per capita current expenditures (debt 
service and capital outlay excluded) ; 

(4) total current budget (debt service 
and capital outlay excluded) ; 

(5) population density per square mile; 

(6) age of municipality (date of incor- 
poration) ; 

(7) area in square miles; 

(8) equalized per capita property valu- 
ation; 

(9) per cent of land area developed. 


The first three variables are relevant to 
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our primary purpose. The remainder 
were added to discern possible relation- 
ships between service output and other 
ecological and governmental character- 
istics, and to provide benchmarks for 
evaluating the Milwaukee findings in 
the light of the other studies. The cor- 
relation results are shown in Table I. 


Relationship Between Variables 


Service output, or the number of ac- 
tivities performed by a municipality, are 
significantly related to all of the other 
variables except per capita expenditures, 


[Vor. XII 


Several conclusions can be drawn 
from the findings in the correlation 
table. First, since no relation exists be- 
tween per capita expenditures and 
population size, while high positive cor- 
relation is found between service output 
and population, the distinct possibility 
of economies of large scale operation 
among the municipal governments of 
Milwaukee County is indicated. Sec- 
ond, the high positive correlation be- 
tween per capita expenditures and per 
capita property valuation (.69) indi- 
cates that the resources available to pay 


TABLE I 


Rank Orper CorrELATION COEFFICIENTS FoR NINETEEN 
MitwavuKkee County MUNICIPALITIES, 1959 * 











Total Fc BR Per 
TFevel Iaton Density Age Area poucnt Current posPite, 
tures — Valuation 
Population ............ 80 ~ 
Sed ccuikiait a deine 73 79 —_— 
Age of municipality .... 386 62 68 — 
BN biG be skbiccevecve 07 -A0 ~ 21 - 07 ~ 
Total current expendi- 
4, ee ae 84 36 72 74 13 — 
Per capita expenditures. -.07 —-.06 07 37 01 24 — 
Per capita property valu- 
"1 Teyana ibaa -19 -.31 — 07 03 -.23 01 69 — 
Per cent of land area de- 
WIE iv. cnanevens 59 58 70 75 -.26 64 21 15 





* These results are significant with 19 cases 
+ 46. 

area, and per capita property valuation. 
The correlation with population, age of 
municipality, total current expendi- 
tures, and density is unusually high 
(.80, .86, .84 and .73) while that with 
per capita expenditures is nonexistent. 
As population and density increase, so 
do the number of municipal activities 
performed and the total budget. On 
the other hand, no relationship is indi- 
cated between these variables and per 
capita expenditures. In fact, the latter 
is significantly correlated only to per 
capita property valuation. 


at an a of .05 if the correlation coefficients are 


for services is a major variable influenc- 
ing local spending. The greater the 
wealth of a community (using property 
valuation as an index of wealth), the 
more money will likely be expended for 
public services. Third, the older estab- 
lished municipalities tend to assume 
more functions, spend more money, and 
increase in population, density, and per 
cent of land area developed. Fourth, 
the total land area of a community 
shows no significant correlation with 
any of the variables considered here. 
Fifth, the total budget of a munici- 
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pality is closely related to service out- 
put, size of population, density, per cent 
of land area developed, and age of mu- 
nicipality. Finally, the simple relation- 
ships between the ecological and govern- 
mental variables are not unlike those 
which the studies by Hawley, Brazer 
and others have found to exist in metro- 
politan areas. 


Analysis of Individual Services 


Lack of sufficiently detailed fiscal 
data permitted analysis of only four 
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relation to service output than the tra- 
ditionally used per capita expenditures 
by service. Use of this variable also en- 
abled us to examine the relationship be- 
tween expenditures and population size 
when service level is held constant. The 
spending per activity measurement is, 
of course, subject to all the limitations 
previously noted for the service level in- 
dex. Yet it does offer a gross and crude 
means of further relating municipal ex- 
penditures to the range of services which 
they represent. 


TABLE II 


Rank Orper CorrReELATION COEFFICIENTS FoR Four FuNncrTions or 
Mitwavukee County Municipaities, 1959 











Service Level Population 

1. General Government (N = 19) 

©. COOMBE. bic vec cn cs cvrveve se clersedssTeererteel 75 

b. Per capita expenditures .............+seeeeeeeeeeeee - 51 — 83 

c. Per capita per activity expenditures Div arb soneniabar’ -.73 - 78 
2. Police Protection (N = 15) * 

eee ee eee ener: wT er te 91 

b. Per capita expenditures ..........seeeseeeeeeneeeees 10 — 04 

c. Per capita per activity expenditures Pre Peer yr sie - 98 — 85 
3. Fire Protection (N = 18) * 

er ere re mE iT =e 72 

b. Per capita expenditures ..........+.seceeeeeeeeeeees 25 - 11 

c. Per capita per activity expenditures ................ - 51 - 33 
4. Garbage and Refuse Collection and Disposal (N = 18) *** 

&. Population ........cscecesecsecseeccerccceccecscecs 69 

b, Per CRBHG GUPORGINND cocs cdc ec ciccececcctccsedaee 08 34 

c. Per capita per activity expenditures ................ — 46 — A9 





* Four municipalities rely on the county sheriff’s office for police protection. 
** One municipality contracts for its fire protection services. 


*** Service not provided by one municipality. 


municipal services on an_ individual 
basis: police protection, fire protection, 
refuse and garbage collection, and gen- 
eral government. For each of these 
functions, correlations were run only 
among the primary variables: output, 
population, and per capita expenditures, 
with an additional item, per capita 
spending per subfunction (per capita 
expenditures divided by number of ac- 
tivities under each service), included. 
This last item was inserted as a more 
accurate measure of per capita cost in 


In all instances high positive correla- 
tions are found between the number of 
subfunctions performed by the munici- 
pality and population size (See Table 
II). The highest relationship is that for 
police protection (.91) and the lowest 
for refuse and garbage collection (.69). 
Thus as population increases, the num- 
ber of activities under each service tends 
to increase. Only in the case of gen- 
eral government does a_ significant 
(negative) relationship appear between 
service output and per capita spending 
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and population. The negative correla- 
tions showing that per capita expendi- 
tures decrease with increases in the 
number of general government activi- 
ties (-.51) and in population size 
(—.83) give strong indication of econo- 
mies of scale for those activities sub- 
sumed under this category. When per 
capita spending per activity is taken 
into account, significant negative associ- 
ations are noted between this variable 
and output and population for all four 
services (except fire protection where 


lation and per capita spending, with 
population the significant variable. The 
correlation of service level with popu- 
lation is positive (.77) and with per 
capita expenditures negative (—.28). 
These results support the findings ob- 
tained by using the less complex 
method. In fact, proceeding from 
simple rank order correlation to Pear- 
sonian to partial coefficients, the direc- 
tion of the relationship between service 
level and per capita spending for police 
protection changes from slightly posi- 


FIGURE 1 


Portce ProrecTion 
MrtrwavKkee County MUNICIPALITIES 
1959 


Simple, Multiple, and Partial Correlation Coefficients 
for Per Capita Expenditure, Service Level, and Population 
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the correlation with population is less 
than significant, although negative). 
The relationships are highly significant 
in the case of police protection and less 
so in the other instances. 

Asa check on the validity of the find- 
ings, Pearsonian, multiple, and partial 
correlation coefficients were computed 
for one of the services, police protec- 
tion, using three variables: population, 
per capita expenditures, and service 
level. As Figure 1 shows, 61 per cent 
(R?) of the variation in service level for 
police protection is explained by popu- 











tive to negative when population is held 
constant. Inasmuch as service level and 
population are so closely related, econo- 
mies of scale are indicated. 


School Districts 


An exploratory examination was 
made of eighteen school district areas in 
Milwaukee County using the same tech- 
nique employed in the municipal ex- 
penditures study, but reducing the num- 
ber of variables to four.® These districts 


Elementary and high school districts as well as 
those which provide both levels of education exist 
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ranged in size from 380 to 80,485 pupils 
in ADA (average daily attendance). 
Service output was measured in terms of 
the number of school activities. Out of 
a possible 74 such activities, the school 
district of the city of Milwaukee per- 
forms 60 while the suburban range is 
from 11 to 29. The findings of this 
preliminary analysis are similar to those 
for municipalities (See Table III). 
Positive correlations are shown be- 
tween service output and population (in 


MEASURING MUNICIPAL OUTPUT 375 


spending more or less than another; it 
tells nothing about either the quantity 
or quality of service that the respective 
publics receive. Attempts to devise 
measurements for these factors have met 
with little success. Those proposed have 
generally been too complex and costly 
to make their use feasible. 

The present study not only examined 
the relationship between municipal ex- 
penditures and population size but also 
explored the’ possibility of using a de- 


TABLE II 


RaNK Orpver CorreLaTION COEFFICIENTS FoR EIGHTEEN ScHOOL 
Districr AREAS IN MitwauKere County, 1959 * 











No. of Expenditures 
soy Pupils per Pupil 
in ADA in ADA 
Number of pupils in ADA .........--+++++ 52 
Per pupil current expenditures ...........- Jl — 66 
Expenditures per pupil per activity ....... - = ~ = ns 


Total current spending ............+++.08- 





* With 18 cases these results are significant at an a of .05 if the correlation coefficients are 


+ 47. 


this case the number of pupils in aver- 
age daily attendance) and total current 
spending. No association appears be- 
tween service output and per pupil ex- 
penditures. At the same time, a sig- 
nificant negative relationship (—.66) is 
found between expenditures per pupil 
and school population. Per pupil spend- 
ing per activity also shows a high nega- 
tive correlation (—.84) with the num- 
ber of students. These results strongly 
suggest the existence of economies of 
scale in school district operations in the 
Milwaukee area. 


Conclusion 


Fiscal comparisons among municipali- 
ties have suffered for lack of a readily 
available and feasible measure of service 
level. The use of per capita municipal 
expenditures shows only that one city is 





in Milwaukee County. For purposes of this analysis, 
the primary districts were combined with the sec- 
ondary to which they send their students. 


tailed breakdown of municipal func- 
tions as a measure of output. The re- 
sults are encouraging although the 
number of cases and local peculiarities 
of the area leave much to be desired. 
They indicate the distinct possibility 
that economies of scale exist for at least 
some municipal functions when service 
levels are considered. More importantly, 
the high correlation found between the 
number of activities or subfunctions 
and such items as population, age of 
municipality and total expenditures sug- 
gests that this variable may be of use as 
a measure of service output. These 
tentative findings seem to warrant the 
expenditure of further efforts to (a) 
develop a more systematic basis for de- 
lineating and perhaps weighting the 
subfunctions; (b) employ a more so- 
phisticated method of statistical analy- 
sis; and (c) test the use of this approach 
on a larger scale in a number of other 
urban areas. 








HOUSING AND THE FEDERAL INCOME TAX 


JAMES K. KINDAHL * 


cE HAS frequently been proposed 
that the federal income tax laws 
should be amended so as to include the 
imputed rental value of owner-occupied 
housing in the tax base." The purpose 
of this paper is to make more explicit 
the justification for this proposal, and 
to examine the expected effects of its 
implementation on the allocation of eco- 
nomic resources. 


I. The Basis of the Proposal 


Consider three individuals, A, B, and 
C, each of whom has an amount of 
wealth x, and equal income from other 
sources. Suppose that A buys a house 
for x; B buys securities for x, receiving 
a return of rx per year, which he applies 
on the rental of a house similar to A’s; 
and finally C buys a similar house, mak- 
ing a down payment of (1—a)x (tak- 
ing out a mortgage loan for ax) and 
buys securities with the remaining ax. 
For simplicity, it is assumed that all 
loans carry an annual rate of interest of 


*The author is Assistant Professor of Political 
Economy at The Johns Hopkins University. He 
wishes to express his gratitude to Richard A. Mus- 
grave for a number of very helpful comments and 
suggestions on an earlier draft of this paper. 


1 See, e.g., Henry C. Simons, Federal Tax Reform 
(Chicago: University of Chicago Press, 1950) p. 36; 
John F. Due, Government Finance, Rev. Ed. (Home- 
wood, Ill.: Richard D. Irwin, Inc., 1959) pp. 131-132: 
Joseph A. Pechman, “ What Would a Comprehen- 
sive Individual Income Tax Yield? ”, in Tax Revision 
Compendium: Compendium of Papers on Broadening 
the Tax Base, submitted to the Committee on Ways 
and Means (Washington: Government Printing Office, 
1959), pp. 261-262. 


r per year; and that all houses depreci- 
ate at a rate of 8 per year, but that 
sufficient maintenance expenditures are 
made so that the market value of the 
house is kept constant over time. Then 
the pure imputed return from the capi- 
tal is rx per year for each house in ques- 
tion, maintenance expenditures are 5x 
per year; the market price for house 
rentals will then be (r+8)x per year, 
if the markets are perfect.2_ In the ab- 
sence of taxation, A, B, and C are all in 
an equivalent income position, where in- 
come is defined to include imputed in- 
come from the services of capital goods. 
A has no income from his wealth other 
than the imputed pure rental value of 
his house, rx. B applies his annual in- 
come from securities of rx to the rental 
of his house, which exactly pays for the 
pure rental value; the remainder of his 
rent, 5x, pays for the maintenance ex- 
penditures borne directly by A and C; 
and C pays the income from his securi- 
ties, rx, directly to the mortgagee, but 
receives the imputed rental income of 
rx from his house. Thus all individuals 
receive services valued at rx from their 
wealth of x. 

Now consider the effect of introduc- 
ing income taxes. Considerations of 
equity suggest that the tax should be 
neutral with respect to the three indi- 
viduals designated, under the “ equal 

2 Analyzing the equity of the income tax under 
these assumptions is justified if we assume that the 


income tax should not be used to compensate for im- 
perfections in the capital or housing markets. 
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treatment of equals” doctrine. Two 
aspects of the income tax are relevant 
for this purpose: (1) the deductibility 
or non-deductibility of interest pay- 
ments from the tax base, and (2) the 
inclusion or exclusion of imputed rent 
of owner occupied housing. The tax 
treatment of the individuals can best be 
seen in the following table, showing the 
tax liability stemming from the income 
from the wealth x, under each of the 
four possible combinations of provisions, 
defined as follows: 
Case I: Interest payments not de- 
ductible, imputed rent not taxable. 
Case II: Interest payments deductible, 
imputed rent not taxable. 
Case III: Interest payments not de- 
ductible, imputed rent taxable. 
Case IV: Interest payments deducti- 
ble, imputed rent taxable. 


TABLE I 


Tax Paw on INCOME FROM WEALTH 2, AT 
Maratnat Tax Rare t 














Indi- Case 

vidual I II Ill IV 
A 0 0 trz trz 
B trz trz trz trz 
Cc trz 0 (1+a)trz trz 





Case II, the present system, discrimi- 
nates against the renter in favor of the 
owner-occupier. Only Case IV, which 
permits a deduction for interest pay- 
ments, as in the present system, but in- 
cludes the imputed rental value of 
owner occupied housing, treats all forms 
of wealth holding equally. This is a 
reflection of the fact that a neutral tax 
must be such that tax levies are inde- 
pendent of the legal form of holding 
assets. The aggregate value of services 
of housing is independent of both the 
manner of holding legal title (owner- 


occupancy or rental) and of the financ- 
ing arrangements (equity or loan fi- 
nancing). Thus a neutral tax must 
include the rental value of all houses, 
but exclude transfer payments such as 
interest.° 

It is worth noting that the above con- 
clusions by no means depend on the 
assumption that the individuals have 
wealth at least as great as the market 
value of the house. Consider another 
pair of individuals, D and E, who have 
only 8x dollars of wealth (8 <1). D 
puts his money into a house selling for 
x dollars, while E rents a similar house, 
buying securities with this Bx, and ap- 
plying the r 8x returns from the securi- 
ties to rent. Defining the various cases 
as before, we have the following results: 


TABLE II 


Tax Pam on INCOME FROM WEALTH 2, AT 
Marornat Tax Rate t 














Indi- Case 

vidual I II Ill Iv 
|? ae 0 -t(1-£)rz trz trpx 
E trBz trBa trBx trpzx 





As before, only Case IV is neutral 
with respect to individuals with the 
same wealth and the same housing fa- 
cilities. Note that, in Case III, the 
homeowner is actually penalized, rela- 
tive to the renter (for B<1). This 
occurs because the homeowner with an 
outstanding mortgage is taxed for the 
full rental value of his home, but given 
no credit for the fact that he is, in ef- 
fect, already paying for part of this 
service in the form of interest on his 
mortgage loan. In Case II, the present 
system, the homeowner is actually taxed 


3 It is important to note that a tax system like 
Case III, advocated by Pechman (op. cit.) involves 
excess taxation of the individual who has a mortgage 
loan outstanding on his house. 
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at a negative rate on his wealth (i.e., 
given a deduction from taxable income) 
because of the interest deductibility. 

No mention has been made thus far 
of the deductibility of (local) property 
tax payments for (federal) income tax 
purposes. Under the present income 
tax system, homeowners (i.e., those who 
hold legal title to a house, whether sub- 
ject to a mortgage loan or not) can de- 
duct all property taxes from their in- 
come in computing taxable income, 
whereas renters cannot. Property taxes 
are deductible for landlords, however; 
and, in a perfect market, this saving will 
be passed on to the renter, so that rent- 
ers suffer no discrimination on this ac- 
count. (Indeed, if the marginal land- 
lord is in a higher tax bracket than the 
homeowner in question, the renter may 
even be better off than the homeowner 
on this account.) 


II. Allocation Effects of the Present Tax 


For simplicity, all housing is consid- 
ered to be of one of two forms: (1) 
single family houses, which may be 
either rented or occupied by the owner; 
and (2) apartment buildings, owned 
by absentee landlords. This assumption 
does not affect the conclusions of the 
argument, but does make the develop- 
ment simpler. 

The effects of an income tax which 
does not tax the rental value of owner- 
occupied housing may be analyzed as 
follows. Let the price of an appropriate 
“unit ” of housing be x, in a situation 
in which aggregate Personal Disposable 
Income is the same as after the income 
tax is imposed, but in which no income 
tax exists. Consider then that aggre- 
gate income is raised, and a proportional 
income tax which exempts the imputed 
value of owner-occupied housing is im- 
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posed, with rates set so that aggregate 
PDI remains constant. It is assumed 
that the benefits received from any ad- 
ditional government expenditure have 
no effect on consumer behavior. What 
happens now to the price of houses? 
The tax saving due to owning rather 
than renting is ¢rx per unit of housing.‘ 
In a free market, the present value of 


this saving, ae = tx, will tend to be 


capitalized into the market price of ex- 
isting houses. The tax exemption repre- 
sents a non-separable (from the house) 
subsidy to owner-occupiers; since the 
present owners cannot transfer the sub- 
sidy when the house is sold, the market 
will simply price ‘the house accordingly. 
Hence, the price of existing houses in- 
creases from x to (1 +#)x, in the short 
run. 

When the price of houses goes up, 
landlords who rent out houses find that 
their capital costs have increased; in 
equilibrium, net rents on houses (i.e., 
rents exclusive of depreciation) would 
tend to (1+#)rx. Renters of houses, 
however, get no such subsidy as do own- 
ers. The subsidy accrues only to owner- 
occupiers, not to owners or occupiers 
separately. As a result, renters pay 
more for house rents than previously, 
and hence some turn to rentals of apart- 
ments or to purchase of houses. In the 
short run, in which the stock of housing 
is nearly fixed, the price of apartment 
rents must go up. A new short-run 
equilibrium prevails, in which the price 
of apartment rentals, and hence of 
apartment buildings, has gone up, and 
the price of houses has decreased (due 
to the‘lower quantity demanded for 
rental housing). The new price of 

4Note that this differential is independent of the 


8, the ratio of the individual’s wealth to the price of 
a unit of housing. 
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houses must be somewhere between x 
and (1+#)x. If there is no income 
effect, the new equilibrium will prevail 
when the ratio of the two rentals is the 
same as before. 

The rise in the price of owner-occu- 
pied houses, and the rise in the price of 
apartment buildings, must have a stim- 
ulating effect upon the construction 
industry. If we consider that the flow 
of new houses per period (say, per year) 
has only a negligible effect upon the 
stock of existing houses within a period, 


-we can represent the effect of imposing 


the income tax without taxing the 
value of owner-occupied homes as fol- 
lows: 
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them for this, in the form of a non- 
taxable source of non-monetary income; 
renters simply pay higher rents per unit 
than they otherwise would. To the ex- 
tent that prices of houses are not cap- 
italized to the full extent of the tax on 
the value x existing before the tax, 
owner-occupiers who buy homes after 
the capitalization are simply given a 
subsidy whose present value is greater 
than the “ cost ” of the subsidy, i.e., the 
portion of the price which represents 
the capitalization of the subsidy. The 
construction industry is stimulated, and 
more resources flow into construction. 
As a result, more houses are built per 
year. 
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The increase in the price of existing 
houses causes the price of new houses to 
go up proportionately; by assumption, 
the flows Fo and F: are negligible in 
comparison with So, and hence the flow 
demand can conveniently be considered 
as perfectly elastic within the relevant 
range. As the tax has the effect of 
shifting the relevant price from Po to 
Pi, the flow of new houses is Fi rather 
than Fo. 

The net effect of the income tax, as 
levied presently, then, is to raise the 
price of houses and apartment buildings, 
and consequently to raise the price of 
rentals. Homeowners are granted, in 
effect, a subsidy which compensates 
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III. Allocation Effects of the 
Proposed Revision 


Consider now the effect of imple- 
menting the proposal in question, that 
of taxing the rental value of owner-oc- 
cupied housing. The immediate effect 
is to reduce the relative price of houses, 
since ownership and occupancy of a 
house no longer carries a subsidy. As 
prices of houses fall, rentals of houses 
fall, if the market is competitive; 
rentals of houses become less expensive 
relative to rentals of apartments, and 
hence, there is a shift of renters from 
apartments to houses. Apartment rents 
fall as a result. This fall in the price 
of houses, and, of course, of apartment 








buildings, leads to a fall in the flow of 
new apartments and new houses. Own- 
ers of housing of all kinds suffer capital 
losses, through the withdrawal of the 
subsidy. Owners of owner-occupied 
homes who may have been enjoying a 
subsidy greater than the capitalized 
value thereof, lose an amount whose 
present value is equal to the capitalized 
value of the subsidy; part of the loss is 
due to the fall in the market price of 
the house, part is due to the loss of the 
uncapitalized portion of the subsidy. 
Owners of apartment buildings suffer a 
loss equal only to the extent that the 
prospective higher rentals were capital- 
ized. 

In terms of consumer choice, the 
change in the tax law would make the 
possibilities of the prospective owner or 
tenant more in line with the costs of 
production; i.e., the cost of renting 
would fall relative to the real costs of 
owning. In a perfect market, it would 
again be neither more nor less expensive 
to rent or to buy. As a result, we 
would expect a larger proportion of 
people to rent rather than to buy, as 
compared with the present situation; in 
particular, the market for rented single- 
family houses would increase relative to 
other forms of housing. 

At first sight, it might seem as though 
the effect of plugging the tax loophole 
would have the effect of correcting a 
misallocation of resources, since the 
present law gives a stimulus to the con- 
‘struction industry. This is not neces- 
sarily so, however, for the real property 
tax, virtually a nationwide phenomenon 
in the United States, must have a con- 
trary, depressing effect upon activity in 
the construction industry. Insofar as 
the property tax is capitalized into the 
‘price of existing houses, the demand for 
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new houses must be lower, thus reduc- 
ing the demand for new houses. As- 
suming, for the moment, that the prop- 
erty tax does misallocate resources, 
ceteris paribus (by diverting resources 
away from residential construction), 
the exemption of imputed rental value 
of housing from the income tax has the 
effect of counteracting the misallocation 
effect of the property tax, though the 
relative magnitudes of the two effects 
are at present unknown.° Of course, 
the income tax “corrects” the prop- 
erty tax only by imposing a higher bur- 
den on renters, and thereby artificially 
restricting consumer freedom of choice. 

To the extent that benefits to prop- 
erty owners are correlated with the 
property tax, and to the extent that 
these benefits are considered as neces- 
sary complements to housing, the prop- 
erty tax does not misallocate resources. 
In the extreme (and undoubtedly un- 
true) event that the expenditures for 
the property tax are considered by prop- 
erty owners as a perfect substitute for 
alternative private expenditures on sim- 
ilar benefits, then amending the income 
tax law as proposed would in fact cor- 
rect a misallocation of resources. Only 
to the extent that the property tax levy 
represents a forced expenditure on serv- 
ices which would not be chosen volun- 
tarily does the property tax misallocate 
resources, and hence only to this extent 
can the present system “correct” a 
misallocation of resources. These con- 
siderations have led R. A. Musgrave ® 
to suggest that the “ optimal ” income 
tax provisions might be the inclusion 
of the imputed rental value of owner- 


> 


5 The discussion here is concerned with problems of 
economic efficiency, and ignores the important broader 
problem of fiscal equity at different levels of govern- 
ment. 


6 In private conversation with the author. 
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occupied housing in the tax base, but 
subject to tax at a preferential rate. 
(Practically, this could be done by in- 
cluding only part of the imputed rental 
value in income.) The reason for this 
may perhaps be best seen by the follow- 
ing table, summarizing the effects of the 
various tax systems discussed on (1) 
the distortions produced in the market 
for housing (ownership vs. rental) and 
(2) the distortion produced in the 
capital goods markets generally (hous- 
ing construction vs. production of other 
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creasing proportion of the market price 
of any house. The effect of the tax, 
then, is to raise the price of more ex- 
pensive houses relative to less expensive 
ones. As a corollary, removal of the 
exemption would have the effect of de- 
creasing the price of more expensive 
homes by a larger proportion than the 
decrease in the price of less expensive 
houses. 

Removal of the tax exemption, then, 
would be in effect largely a capital levy 
on the owners of houses as of the time 


TABLE III 


Biases IntrRopucep By Various Tax StrrucTURES 


1. Present income tax—no provision for 
imputed rental income 

Proposed income tax—provision for 
imputed rental income 

Property tax 

Present income tax plus property tax 

_ (present system) 

Proposed income tax plus property tax 
(proposed system) 














(1) _ (2) 
Ownership vs. Rental toes Y rahe 

pro-ownership pro-housing 

neutral neutral 

neutral pro-other capital goods 
pro-ownership ? 

neutral pro-other capital goods 

neutral neutral 


eo 7 SS fe 


Income tax with preferential housing 
rate plus property tax 








forms of capital goods). 

Thus far, the analysis has proceeded 
under the assumption that all income 
taxes were paid at the same (100 ¢ per 
cent) rate on taxable income. In fact, 
of course, the marginal tax rates are in- 
creasing with income (i.e., the income 
tax is progressive). The amount of 
subsidy due to the exclusion of imputed 
rental value of the house is proportional 
to the marginal tax rate of the home 
owner. Assuming that the quality of 
home (measured by market price) is 
correlated with income, the amount of 
the subsidy per year, and hence the 
present value of the subsidy, is an in- 





of the removal. This levy would be 
progressive with respect to the price of 
the house, and, by assumption, with re- 
spect to the income level of the home 
owner. The progressivity would apply, 
however, only within the class of real- 
estate owners; it would not be progres- 
sive with respect to income for all in- 
come recipients. In particular, we 
would expect that rental prices would 
tend to fall in proportion to the fall in 
prices of houses; this means that, among 
the class of house renters, the benefits 
of the reduction would actually be 
progressive with respect to income; that 
is, renters with larger incomes would 
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benefit more than renters with lower 
incomes. 

Suppose that the government desired 
to plug this loophole in the tax laws 
without imposing a capital levy on 
owners of existing homes. The govern- 
ment could pay a compensation to the 
owners of houses in an amount equal to 
the fall in the market value of their 
property. In this case property owners 
who sold their houses immediately after 
the new tax was imposed would be 
neither better nor worse off than before. 
Renters would find rents reduced, since 
the income tax would then be neutral 
with respect to the construction indus- 
try; i.e., the income tax would no longer 
have any effect on the flow of resources 
into construction relative to other cap- 
ital goods. 

In order to pay the compensation, 
however, the government would have 
to pay to owner-occupiers the present 
value of their expected future tax lia- 
bility, so that all future government 
revenues from this source would, in ef- 
fect, be renounced. In addition, the 
government would have to pay com- 
pensation to owners of rented apart- 
ments and houses. This compensation 
would be the present value of the tax 
saving that would result each year if 
the income tax allowed a deduction for 
income paid as rent. This sum, of 
course, must be the present value of re- 
ductions in future rent. Thus, if the 
government removed the exemption but 
paid compensation to all property own- 





ers, it would in effect merely extend the 
exemption to all classes of property 
owners. This extension, of course, re- 
moves the incentive to own rather than 
rent, created by the present law. If the 
government decided to compensate only 
owner-occupiers then it would merely 
be offering the present owners the pres- 
ent value of their future new tax lia- 
bility.” Again, the rents of rented 
dwellings would fall, but this time, the 
present value of reductions in future 
rent would be forced upon present own- 
ers of rental dwellings as a capital levy. 

Thus there is no way in which the 
government can correct the existing 
artificial differential between the costs 
of renting and owning, without either 
imposing a capital levy upon owners of 
existing dwellings or renouncing, in ef- 
fect, all future claims to the revenue 
from money spent on such housing. 
This assertion applies, of course, only 
to the revenue to be obtained at current 
rates on existing houses. A future in- 
crease in tax rates would allow the gov- 
ernment to receive revenue from this 
source, but only to the extent of the 
differential between the present tax rates 
and the future (higher) rates. Sim- 
ilarly, a decrease in rates would lead to 
a capital gain for those who held prop- 
erty at the time of the decrease. Ob- 
viously, though, all houses constructed 
after the change in tax provisions took 
place would be subject to the full tax. 


7 This statement is valid, of course, only to the 
extent that the subsidy is in fact capitalized. 




















LIFO AND SOUND ACCOUNTING PRINCIPLES: 
A COMMENT 


G. EDWARD PHILIPs * 


| A RECENT article in this journal,” 
J. F. Barron has argued that the pro- 
posal to allow a cost or market option 
along with LIFO inventory valuation 
represents little more than “ pleadings 
in self-interest.” There is much truth 
in this contention, but in his article Pro- 
fessor Barron appears to have done less 
than justice to the accounting profession 
and his arguments might have been more 
effective had he put greater emphasis on 
the relation of this dispute to the broader 
question of “ ideal ” tax and accounting 
income determination. 


Sound ” and “ Generally Accepted ” 
Accounting Principles 


Professor Barron challenges, quite suc- 
cessfully in this writer’s opinion, the 
equity of allowing taxpayers who use 
LIFO to assure tax minimization by 
valuing inventories at market when 
market price is lower than last-in, first- 
out cost. But he goes on to conclude 
that since taxpayers tend to favor 
methods which will reduce taxes, “* there 
is no necessary reason why any account- 
ing principle which happens to be ‘ gen- 
erally acceptable ’ should also be accept- 
able for tax purposes.”? If carried to 
its logical conclusion, this statement has 

* The author is Acting Assistant Professor of Ac- 
counting at the University of California, Los Angeles. 


1j. F. Barron, “LIFO Cost or Market—Sound 
Accounting Principle or Tax Device?” National Tax 
Journal, Vol. XII (1959), pp. 367-73. 


2 Tbid., p. 370. Professor Barron’s skepticism as to 
the value of general acceptability is most strongly 
revealed in this note on p. 369: “One might safely 


revolutionary implications. Taxation of 
business income in the United States has 
relied very importantly on accepted ac- 
counting principles and practice for the 
determination of income.’ If no confi- 
dence can be felt in these principles, 
then the taxing authority should spell 
out in detail the accounting methods 
and practices which are to be used in 
computing taxable income. 

While it is true that taxpayers will go 
to considerable lengths to avoid or mini- 
mize taxes and that public as well as 
private accountants have often advo- 
cated accounting methods and tax pro- 
visions which can be questioned on 
grounds of equity, it is still possible to 
hope that we can avoid the necessity of 
having 2 government agency regulate 
accounting principles and practices. 
This hope is based on the prospect that 
public, private, and academic account- 
ants will continue to make progress in 
defining and bringing about general ac- 
ceptance of “ sound” accounting prin- 
ciples. The phrase “ generally accepted 
accounting principles” has achieved 
prominence primarily because of its use 
by public accountants in expressing their 





predict that, if allowed for tax purposes, a generally 
accepted accounting principle called ‘Charge to a 
Reserve to Reduce Income Tax Liability’ would de- 
velop. Probably LIFO itself, for all but a few 
* basic’ industries, is a ‘tax device.’” 

3U. S. Internal Revenue Code, 1954, Sec. 446. 
Other government agencies have relied heavily on 
accounting principles and practice and have, in turn, 
influenced them. This is especially true of the Securi- 
ties and Exchange Commission—see the famous SEC 
Accounting Series Release No. 4, April 25, 1938. 
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opinion on the “ fairness” of financial 
statements of firms they audit. Inves- 
tors, creditors, government agencies, and 
others have made wide use of these 
opinions and not entirely without justi- 
fication. The exact meaning of “ gen- 
erally accepted” and of “soundness ” 
has never been solidified and is a subject 
of some controversy among account- 
ants,* but it is far from clear that these 
are simply matters of taxpayer self-in- 
terest as Professor Barron implies. The 
American Institute of Certified Public 
Accountants has recently established an 
accounting principles board to replace 
its committee on accounting procedure 
and is spending a large amount of money 
and effort on research in these areas.® 
There is growing cooperation among the 
Institute, the American Accounting As- 
sociation, the National Association of 
Accountants, and other groups that in- 
dicates the likelihood of more progress. 

In discussing the relationships of ac- 
counting to taxation, it seems important 
to distinguish the inevitable special 
pleading of interested taxpayers from 
efforts by accounting groups to improve 
principles and practice. This is by no 
means meant to imply that accountants, 
including independent public account- 
ants, have no desire to help their clients 
minimize taxes or that there is no need 
for the Treasury to be concerned with 
incomne determination methods. How- 
ever, it is far from clear that accounting 
principles are mere straws in a tax avoid- 
ance wind. 

4 See, for example, the article by George R. Catlett, 
“Relation of Acceptance to Accounting Principles,” 


Journal of Accountancy, Vol. CIX (March, 1960), 
pp. 33-38. 


5 See “ Report to Council of the Special Committee 
on Research Program,” Journal of Accountancy, Vol. 
CVI (December, 1958), pp. 62-68 for a detailed dis- 
cussion of the proposals which led to the establish- 
ment of this board and the related research projects. 
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The Concept of Taxable Income 


The LIFO controversy can be under- 
stood most clearly as one aspect of the 
broader question of what is the proper 
concept of income for accounting or tax 
purposes. It is this writer’s belief that 
essentially the same basic concept is ap- 
propriate in income taxation and is the 
proper basis for accounting determina- 
tions of income. Improvements in both 
accounting and taxation depend signifi- 
cantly on clarifying the issues surround- 
ing this concept. 

Economists have widely accepted the 
Haig-Simons “accretion” concept of 
income as an ideal for income taxation.® 
This concept defines income as the “ net 
accretion to economic power between 
two points of time.”* Many writers 
would challenge this concept when ap- 
plied to certain circumstances or items, 
such as capital gains, and there are obvi- 
ous measurement problems which make 
use of the concept difficult, but it can be 
of great value as a normative standard. 
Haig, himself, emphasized the essential 
unity of this concept with that under- 
lying accounting.® 

Under the accretion concept, the ideal 
method of inventory valuation would 
be simply market. Conceptually, any 
change in value of inventory results in 
a change in economic power and, thus, 
income. It is because the accountant 
departs from the accretion concept and 
uses cost rather than market that we are 

6 See Robert Murray Haig, “ The Concept of In- 
come: Economic and Legal Aspects” in The Federal 
Income Tax, R. M. Haig, ed. (New York: Columbia 
University Press, 1921) and Henry Simons, Personal 


Income Taxation (Chicago: The University of Chi- 
cago Press, 1938). 


7 Haig, loc. cit., p. 27. 


8“ These statements present nothing which is really 
novel. This same doctrine has long been taught by 
that faithful handservant of the practical business- 
man—the accountant.” Ibid., p. 11. 
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troubled with the question of which 
items were “ first-out” in establishing 
inventory figures. The use of cost for 
inventories and other assets is justified 
primarily by the need for objectively de- 
terminable and verifiable figures. When 
these figures depart from current “ eco- 
nomic reality,” it is clear that their use- 
fulness is diminished. Objectivity must 
be weighed against economic signifi- 
cance. The use of the lower of cost or 
market is a conservative compromise 
which would not appear to pose serious 
tax problems so long as the cost figures 
are fairly recent ones, as under FIFO. 
LIFO, however, can result in the use of 
very unrealistic cost figures and does not 
appear to conform well to the accretion 
concept of income, regardless of the 
physical flow of inventory items.° 

The question of whether cost or mar- 
ket should be permitted to be used along 
with LIFO is subsidiary to the question 
of whether LIFO itself is proper, and 
this question, in turn, depends on arriv- 
ing at a satisfactory concept of income. 
Since the conceptual arguments for 
LIFO are not convincing, the case for 
allowing cost or market and LIFO can- 
not be a strong one. 

Professor Barron questions the equity 
of allowing cost or market with LIFO 
both because it is a “ shotgun” approach 
which would favor some taxpayers who 
were never “ wronged” *° and because 
it is a benefit limited to a special class of 
taxpayers which would impose an added 
burden on those who do not use LIFO." 

9 The best conceptual case for LIFO seems to be 
on grounds of correcting “accretion” income for 
changes in the general price level. While it is true 
that accretion income fails to adjust for “ real” in- 
come and losses resulting from price level changes, 
it is hard to justify singling out holders of certain 
kinds of assets for special treatment, and LIFO is 


affected by all price changes, not just price level 
changes. 


10 Op. cit., pp. 368-9. 
11 [bid., p. 369. 
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Each of these criticisms can be seen to 
depend significantly on the notion that 
LIFO itself is an unjustified tax benefit. 
Allowing a cost or market option has 
the effect of converting LIFO from a 
““ gambler’s” tax device to a “sure 
thing.” " If LIFO is a conceptually 
proper way of determining income, then 
all taxpayers who could have benefited 
from it have been “ wronged,” not just 
those who actually wanted to adopt it in 
the early 1940’s. If LIFO income is 
“true” income, then any taxpayer 
should be allowed to use it; if it is felt 
that retroactive adjustments should be 
avoided, then a good case could be made 
for the equity of permitting any tax- 
payer to get future benefits of LIFO 
without having to gamble on the direc- 
tion of price changes. On the other 
hand, if LIFO does not conform to the 
** ideal ” accounting and tax concept of 
income, then equity requires eliminating 
this method rather than extending it 
and making it more liberal. 

If we view LIFO as an undesirable 
but unassailable tax haven, the argu- 
ments against allowing cost or market 
with it appear to be more practical than 
conceptual. Forbidding cost or market 
would have the (possibly good) effect 
of discouraging an increase in the use of 
LIFO but would also result in unreal- 
istic taxation of any unfortunate firms 
that might happen to adopt the method 
just prior to a substantial price decline. 

This issue provides an excellent illus- 
tration of the need for further study of 
income concepts by accountants and 
economists and of the importance of an 
income concept as a normative standard 
in both accounting and taxation. 


12 4 strict LIFO method saves taxes only if mar- 
ket prices of inventory items rise subsequent to adop- 
tion of the method. If prices fall, LIFO imcreases 
taxable income. Optional use of lower market values, 
however, guarantees low inventory figures and taxes. 








A NATIONAL TAX ON THE UNIMPROVED 
VALUE OF LAND: THE AUSTRALIAN 
EXPERIENCE, 1910-1952 


RICHARD M. BIRD * 


| Bape policy is a fundamental sub- 
ject in Australian history. During 
the early nineteenth century, large 
grants of land passed into the hands 
of the “ squatters,” or large pastoralists. 
As the population of the colonies in- 
creased over the century, the pressure of 
land-hungry immigrants for more in- 
tensive settlement of the land increased. 
It was, then, quite natural that the La- 
bour Party should adopt as its own the 
vision of a “‘ utopia ” of peasants in Aus- 
tralia, and should attempt to realize it 
after the formation of the Common- 
wealth in 1901. Nor was it surprising 
that one of the first acts of the first La- 
bour government on its election in 1910 
was to impose a graduated tax upon the 
unimproved value of land.’ 

The philosophy of Henry George and 
the single-tax propaganda were not with- 
out influence, but the major factors lead- 
ing to the adoption of this tax were in- 
digenous ones. The aims of the land 
tax, the first direct tax to be imposed by 


* The author currently is a graduate student at the 
London School of Economics. He is indebted to Pro- 
fessor Carl Shoup of Columbia University for help- 
ful criticism of this article. 


1Land Tax Act, 1910, and Land Tax Assessment 
Act, 1910 (assented to 16 and 17 November, 1910). 
“Unimproved value” for the purposes of the Com- 
monwealth Land Tax was defined as the amount 
which the fee simple of the land would realize if sold 
at the date of valuation, assuming it to be unimproved, 
but in its existing environment. For improved land, 
the difference between the capital improved value and 
the value of improvements constituted the minimum 
unimproved value of the land. (Australia, Report of 
the Commissioner of Taxation, No. 33, 1954-55, p. 
86.) 


the Commonwealth government, were 
avowedly non-fiscal: to dismember the 
great estates and to encourage wide- 
spread ownership of land. There was 
also a legitimate revenue reason for levy- 
ing the tax, since the original idea that 
customs duties would provide adequate 
revenue for the newly-created central 
government had proved to be an opti- 
mistic one. As, however, the Australian 
economy developed and matured, the 
land tax became less and less important 
both in its revenue yield and in its sup- 
posed social benefits. After a long 
period (1940-51) during which the tax 
collected was based on the 1939-40 as- 
sessed values, as frozen by the National 
Security (Values for Land Tax) Regu- 
lations, the tax was abolished in 1952, 
ostensibly because its small revenue yield 
had made its collection uneconomic.” 

In the intervening period, however, 
the land tax had undergone many vicis- 
situdes. Shortly after its enactment, the 
constitutionality of the land tax was 
challenged on the grounds that it was 
ultra vires the jurisdiction of the federal 
government. The appellant, Osborne, 
claimed that land regulation had. been 
left with the states by the federal con- 
stitution. Hence the explicit statements 
of government spokesmen concerning 
the intended regulative effects of the tax 
were evidence that it constituted undue 
interference with the rights of the states. 
Despite the apparent logic of this posi- 

2Land Tax Abolition Act, 1952 (Act No. 81, 


assented to on 6 November, 1952; operative 1 July, 
1952). 
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tion, the court held that the land tax was 
basically a tax and, as such, was fully 
within the powers of the Common- 
wealth.? A similar charge was that 
levied by the State of Queensland that 
the tax interfered with the proper sale 
and disposal of the remaining Crown 
lands by the states and thus in reality 
amounted to a federal tax on a state’s 
instrumentalities. The High Court again 
found for the Commonwealth.* 

The framers of the land tax law rec- 
ognized that its provisions would have 
to be worded very carefully in order 
both to simplify administration and to 
fulfill its intended purposes by counter- 
ing the efforts of landowners to mini- 
mize their tax. The technical definitions 
in the Act were, therefore, complex and 
detailed in nature, as shown by the fol- 
lowing notable example: 


“Improvements ” means improvements 
made or acquired by the owner or his 
predecessor in title on, to, or appertaining 
to, the land. 

An improvement on the land is a visible 
improvement having a separate identity, 
such as a building. An improvement to 
the land is an invisible improvement which 
merges into the land such as the alteration 
in the condition of the soil resulting from 
timber treatment or drainage or in the 
surface of the land from earthworks. 

An improvement “ appertaining to” 
the land is something legally incident to 
its ownership, e.g., a right to light or 
water from an adjoining property.® 


3 Osborne v. The Commonwealth and The Com- 
missioner of Land Tax (High Court, 31 May, 1911; 
12 C.L.R. 321). 


4 Attorney General of Queensland v. Ex Rel. v. 
Attorney General of Commonwealth and Commis- 
sioner of Land Tax (21 A.L.R. 221). (James H. 
Gilbert, The Tax Systems of. Australasia [Eugene, 
Ore.: University of Oregon, 1943], p. 49.) 


5 Australia, Report of the Commissioner of Taxa- 
tion, No. 33, p. 86. 


When the federal land tax was ini- 
tially imposed, the rate for residents, 
after a £5,000 deduction from all the 
land in the hands of any one taxpayer, 
was (in pence per pound of unimproved 
value) equal to (1+1/30,000 T)d. in 
the £1 on the first £75,000 of taxable 
value (=T). There was a flat rate of 
6d. in the £1, or about 214 per cent, on 
the excess over £75,000. For absentee 
owners the tax was 1d. in £1 (about 4% 
of 1 per cent) on the first £5,000 of un- 
improved value, with no deduction al- 
lowed; thereafter the tax was 1d. in the 
pound more than that for residents. In 
1914 began a long series of alterations in 
the rates of the tax. The highest rates 
prevailed from 1918-19 to 1921-22, 
when the top rate was about 412 per 
cent in the pound on the excess over 
£75,000 of taxable value. From 1941- 
42 until 1950-51 a “ super tax ” was im- 
posed in addition to the ordinary tax 
where the taxable value exceeded £20,- 
000, equal to 20 per cent of the ordinary 
tax or 1 per cent of the excess over £20,- 
000, whichever was the lesser amount. 
In the last year of the tax’s existence 
the rates were similar to those in force 
during World War I: after deduct- 
ing a £8,750 exemption, residents were 
subject to a rate of (1+ 1/18,750 T)d. 
in the £1 on the first £75,000 of taxable 
value, with a flat rate of 9d. in the pound, 
or about 33/4 per cent, on the excess over 
£75,000. The rate for absentees was 1d. 
in £1 on the first £8,750 and thereafter 
1d. in the pound more than that for resi- 
dents.® These various alterations in rates 
and exemption levels, as well as in the 
values of lands, complicate any effort to 
evaluate the effects of the land tax. 

Because of the high exemption and 
the progressive rate, caution had to be 
exercised in order to prevent evasion of 

6 Ibid., p. 85. 
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the tax by fictitious subdivisions and 
transfers of land. All such arrange- 
ments were carefully scrutinized by the 
Land Tax Commission, which insisted 
on evidence of separate titles and sepa- 
rate enjoyment of revenues before rec- 
ognizing any claim to separate assess- 
ment. The law contained many special 
provisions for this purpose, a notable 
example being the distinction drawn be- 
tween primary and secondary taxpayers. 
A primary taxpayer was the legal owner 
of the land and was liable to tax in the 
first instance. A secondary taxpayer 
was a person having an equitable inter- 
est in the land entitling him to receive 
the whole or part of the income from 
the land for a term or for life, such as a 
beneficiary under a will or settlement, or 
a member of a partnership where the 
title to land used by the partnership was 
in the names of the partners as joint ten- 
ants or tenants in common. That is, 


“* Secondary interests ” are those which, 
having already been taxed in the hands of 
the primary owners mentioned, are in- 
cluded in the individual assessments for 
the purpose of aggregation, in order to 
determine the rate of tax payable by the 
individual. . . . Double taxation does not 
result from the inclusion of secondary in- 
terests in the individual assessments, as a 
taxpayer is granted a rebate of tax repre- 
senting the appropriate proportion of the 
tax paid on the primary assessment.” 


In addition, land owned by a company 
was deemed to be owned by the share- 
holders of the company as joint owners 
in the proportions of their interests in 
the paid-up capital of the company. 
The purpose of this clause was to pre- 
vent a large landowner from setting up 
a “bogus” company or partnership to 
hold title to the land, in which, how- 
ever, he would retain the real control. 
7 Ibid., p. 83. 
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Another possible method of evasion 
involved the subdivision of proper- 
ties to claim double or even multiple 
exemptions, as well as separate applica- 
tion of the progressive rate scale to 
the benefit of each of the joint own- 
ers. An example is the case of Jamieson 
and Hillas v. Land Tax Commissioner. 
Two partners had subdivided a joint 
holding, each acquiring a separate inter- 
est, but at the same time had entered 
into an agreement to continue the use of 
the land in common for a partnership 
enterprise. The court held that the par- 
tition had actually established separate 
ownership for purposes of the tax and 
that each partner was entitled to an ex- 
emption of £5,000. The contention of 
the Commissioner that the use of the 
land and not the fact of separate per- 
sonal ownership was the criterion for ap- 
plying the tax rates was thus overruled, 
the language of the law regarding own- 
ers who transferred property but re- 
mained in possession and use being held 
not to apply in this case. Asa result of 
this decision, the Commissioner sought 
remedial legislation from Parliament in 
order to forestall this method of escape 
from taxation, but apparently without 
success.® 

Despite this minor setback, the tax- 
ing of equitable interests seems to have 
been successful on the whole in its in- 
tent, although at the expense of consid- 
erable litigation. It is, therefore, some- 
what surprising that the Royal Commis- 
sion on Taxation of 1920-23 should have 
recommended that the secondary tax- 
payer be eliminated and the complexity 
of the law reduced by confining taxa- 
tion to either legal owners or to equit- 
able or beneficial owners. The reason 
given was that this change would reduce 
the amount of litigation, although in 

8 Gilbert, p. 52. 
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fact the recommendation seems more 
likely to have been prompted by the 
relatively small revenue yield of this 
complex tax. In any event, the Royal 
Commission favored the taxation of 
equitable or beneficial ownership only, 
citing its virtues of being simple, na- 
tural, equitable, and of tending to pre- 
vent avoidance by technical expedients. 
The only exception made was for com- 
panies, which were to be treated as one 
landowning entity.® Not only would 
such a system be contrary to normal 
American practice, in which the legal 
owner is liable for taxes on the property 
to which he holds title, but more im- 
portant, it would also enable some of the 
taxable unimproved value to escape any 
tax burden in some cases. The original 
provisions, however, remained unaltered 
during the life of the Act. 

In this and similar ways the law was 
designed to prevent large landowners 
from splitting up their holdings in terms 
of titles only, without splitting up the 
land in fact. 

Similar complex provisions were made 
in regard to leasehold tenures in land, 
with the unimproved value of the land 
being divided between lessor and lessee 
according to the unexpired period of the 
lease as at the last June 30th. “A 
lessee’s estate in ordinary circumstances 
is the present value of the annual sum 
which is the difference between the eco- 
nomic rack rent and the rent reserved 
under the lease, calculated for the unex- 
pired period of the lease.” *° For estates 
leased before the passage of the 1910 
Act the economic rent was set at 44 per 
cent of the true unimproved freehold 

® Australia, Royal Commission on Taxation, Fourth 
Report (1924), pp. 184-85. 


10 Robert Ewing, Taxes and Their Incidence (“ Uni- 
versity of Melbourne Publications, No. 9”; Mel- 
bourne: Melbourne University Press, 1926), p. 28. At 
this time Ewing was the Federal Tax Commissioner. 
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value of the land. Where leases of land 
were given after the commencement. of 
the Land Tax Assessment Act, the les- 
see’s estate was set at the present capital 
value of 44% per cent per year of the 
unimproved value for the period of the 
lease. The figure of 4% per cent was 
apparently derived in consideration of 
the lease rent of 5 per cent prevailing in 
Australia at the time the Act was 
passed." In order to protect the reve- 
nue it was necessary to prevent fictitious 
leases from being entered into after the 
Act came into force for the purpose of 
splitting up the ownership between a 
number of persons to reduce or wipe out 
the liability to the tax. Hence it was 
provided that landowners who trans- 
ferred land to dependents or others but 
continued to use, occupy, and control it 
without the sanction of a written lease 
were regarded as lessees for life and were 
therefore liable to taxation almost as 
heavily as if they were owners.” Fur- 
thermore, any lessee of land of which he 
had been the owner within the previous 
five years was assessed as if he still held 
the fee simple.™* 

Australia, like its sister Pacific Do- 
minion, New Zealand, had for some 
years followed the policy of retaining 
for the state ownership of vast tracts of 
land and then turning them over to ten- 
ants under long-term leases. Under 
such long-term leases the value of the 
land generally increased and its annual 
“ producer’s surplus ” might well exceed 
the contract rent; the leasehold would 
thereby take on considerable worth as a 
result of this socially-created “ unearned 


11 Jbid., p. 29. 


12 Land Tax Assessment (Amending) Act, No. 37 
of 1912, sec. 11. 


13 Herbert Heaton, “ The Taxation of Unimproved 
Value of Land in Australia,” Quarterly Journal of 
Economics, XXXIX (1925), 427. 








390 NATIONAL TAX JOURNAL 


increment.” This was the very type of 
interest which the land tax was designed 
to reach. Hence the failure to tax lease- 
holds held from the Crown, except from 
1914 to 1923, was inexplicable in view 
of the supposed intentions of the tax. 
Many great pastoral estates were thus 
enabled to escape completely the in- 
tended effects of the tax. 

All these provisions were, of course, 
the subject of many challenges and 
lengthy court battles. Between 1910 
and 1920, according to Heaton, “ Of 36 
appeals to the High Court the Commis- 
sion won 20, the taxpayer won 16, and 
almost every conceivable aspect of joint 
ownership passed under survey and fine 
judicial decree.”** One of the few 
major court defeats for the Land Tax 
Commission was in its attempt to deal 
with cases where transfers of land took 
place between husband and wife. To 
prevent evasion of land tax by this 
means, they were to be treated as joint 
owners, that is, assessed as if the land 
was in the possession of only one owner. 
The High Court, however, held that this 
provision constituted an interference 
with the institution of marriage, the 
regulation of which had been given by 
the constitution to the states. The pro- 
vision therefore became inoperative.’® 

Undoubtedly, however, the source of 
the greatest amount of legal bickering 
was in the actual valuation of land. The 
Land Tax Assessment Act specified that 
the taxpayer should submit a report on 
the value of improvements and the capi- 
tal improved value of his property. The 
unimproved value of the land, the basis 
of the tax, was then found by subtrac- 
tion. Judicial interpretation made it 
clear that by the value of improvements 
was meant only their present, unex- 

14 Tbid., p. 427. 

15 Ewing, p. 30. 
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hausted value.*® Nevertheless the great- 
est difficulties of interpretation arose in 
deciding the present value of such past 
improvements as the clearing and drain- 
age of land. The values submitted by 
the taxpayer were checked by the valua- 
tion division of the Land Tax Depart- 
ment, required by law to make its own 
valuations at least triennially. Many 
complaints were made against the de- 
partmental valuations as being too strict, 
especially in the early years. Partly asa 
result of such complaints, several at- 
tempts were made to establish a valua- 
tion department separate and distinct 
from that entrusted with the actual as- 
sessment and collection of the land tax, 
and similar to those of New Zealand and 
New South Wales. None was successful. 

A classic case in connection with valu- 
ation was that of the Albion Park Race 
Course. This property, originally 
swampland, was bought and filled in at 
a cost of £7,000 and finally fell into 
the hands of the Queensland Turf Club, 
which had obtained a valuable racing 
license for the property. The defend- 
ant, Nathan, had then paid £31,000 for 
the property, including this license. 
The Land Tax Department, assessing on 
the basis of what the land might reason- 
ably be used for, considered that the li- 
cense made this property unique. 
The court found for the Department, 
holding that “. .. present and not primi- 
tive value should be the controlling con- 
sideration and that appurtenant privi- 
leges and social factors could not be 
ruled out in arriving at the assess- 
ment.” 17 The next year, however, an- 
other decision of the same court seemed 
to lead back to assessment on the basis of 
the “ original and indestructible powers 


16 Gilbert, p. 46. 


17 Commissioner of Land Tax v. Nathan (16 
CLR. 654). (Ibid., p. 50.) 
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of the soil,” to use Ricardo’s phrase.”* 
Despite this latter case the Land Tax 
Department, apparently acting in the 
light of the Nathan case, included the 
value of a license to sell liquor and con- 
duct a hotel as a part of the unimproved 
value cf the land; only the value of the 
buildings was deducted. But in the re- 
sulting Toohey Case (A.C. 439) the 
court considered this license could only 
be granted in connection with the build- 
ings and, therefore, directed the depart- 
ment not to include the value of the li- 
cense with that of the unimproved 
land.” 

In the first five years of the tax 
there were some 6,400 objections and 
appeals, most of which were settled in 
conference.” As late as 1952 there were 
82 complaints to the Land Valuation 
Board, quite apart from the many others 
settled by the first appeal to the Com- 
missioner.” Additional provisions ex- 
isted for appeal to the courts by taxpay- 
ers. As a partial counterbalance to this 
wide latitude of appeal permitted to the 
taxpayer, the law contained a rather in- 
teresting provision: if the Land Tax 
Commissioner thought a given piece of 
land had been undervalued 25 per cent 
or more by the owner, he could appeal 
to the High Court. The Court could 
then declare that the Commonwealth 
was entitled to acquire the land. The 
owner would be compensated by a sum 
equivalent to the fair value of improve- 
ments plus a 10 per cent bonus and his 
estimate of the uhimproved value. The 
bonus was “by way of allowance for 
compulsory dispossession.” ** There is, 

18 Morrison ef al. v. Federal Commissioner of Land 
Tax (17 C.L.R. 498). 

19 Gilbert, p. 52. 


20 Heaton, Quarterly Journal of Economics, XXXIX 
(1925), 432. 


21 Australia, Report of the Commissioner of Taxa- 
tion, No. 33, p. 37. 
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however, no evidence of this provision’s 
having been used. 

In general, it appears that the effects 
of the Commonwealth Land Tax were 
neither as violent as feared by its oppo- 
nents nor as beneficial as expected by its 
advocates, but were of a rather ordinary 
nature. The forthright declarations of 
the Labour sponsors of the original Land 
Tax Act, led by Prime Minister Andrew 
Fisher, as to their intention to break up 
large estates by the imposition of a pro- 
gressive land tax,”* had led to a widely- 
heralded expectation of ruin on the part 
of the generally conservative land- 
holders. But as early as 1912 The Times 
of London observed: 


The Land Tax has come to stay. In 
operation for little more than a year, it 
has not had exactly the effect that its 
advocates hoped, or that its opponents 
prophesied; it has not cheapened land to 
any material extent, and it has not spread 
red ruin among the owners of estates... . 
Broadly speaking, it has left values very 
much as they were.?4 


There seems, in fact, to have been some 
reduction in the number of large estates, 
especially immediately before and after 
the imposition of the tax. How much 
of this reduction resulted from mere dif- 
fusion of nominal ownership is hard to 
say, but it seems to have been a consider- 
able proportion, to judge by the early 
reports of the Land Tax Commissioner. 
In any case, many large holdings con- 
tinued to exist: in 1916, for example, 
about 50 per cent of the tax was paid by 


22 Australia, Royal Commission on Taxation, Fourth 
Report (1924), p. 182. 


23 It should be noted that, since the Federal Parlia- 
ment had no power to touch land legislation or ques- 
tions of tenure, its only weapon to induce the carving 
up of the big estates was taxation. 


24 February 28, 1912, quoted in John Orr, Taxa- 


tion of Land Values as It Affects Landowners and 
Others (London: P. S. King & Son, 1912), p. 3. 
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only 186 out of the 12,084 taxpayers.” 

The complexity of the law necessary 
to regulate efforts by taxpayers to reduce 
the tax due combined with the declining 
share of federal revenue provided by the 
land tax to bring about its demise. The 
act of abolition was generally received 
with indifference, in striking contrast to 
the parliamentary and journalistic battles 
accompanying its imposition.*® 

Many countries at the present time 
might consider the taxation of land, par- 
ticularly of the unimproved value of 
land, as one means of stimulating the 
division and resettlement of large es- 
tates. These countries can learn from 
the Australian experience. It is always 
difficult to foresee all the effects on in- 
centives of any tax, especially one in- 
tended to fulfill a non-fiscal purpose. 
But, in addition, the difficulties encoun- 
tered, even by Australia with its reliable 
civil service, in dealing with the admin- 
istrative complexities and legal techni- 
calities necessary to guard against avoid- 
ance would seem to indicate that such 
a tax would be beyond the adminis- 
trative capability of an underdeveloped 
country. A progressively graduated tax 
with an exemption is thus far from a 
simple panacea for all the economic evils 
of a country’s land system. 

At the same time, however, it must 
be acknowledged that such a tax can 


25 Meredith Atkinson (ed.), Australia: Economic 
and Political Studies (Melbourne: Macmillan & Co., 
Ltd., 1920), p. 373. 


26 The single-taxers were an exception, feeling that 
by the “drastic and most reactionary step” of re- 
mitting this tax, the Federal Government . . . gave 
an unrequited gift of no less than £125,000,000 [the 
1951 yield of the tax, £8,250,000, capitalized] to 
the landowners who had been subject to the tax. In 
other words, the monopoly price of their lands will 
be increased to that extent.” (Land and Liberty, 
LXV (1952), 112-13.) 


be a definite aid to the achievement 
of a land reform program by an able 
government when the tax is properly 
framed and administered. If it is really 
desired to encourage the most economic 
use of rural land, it seems essential to 
make some differentiation between types 
of land according to their suitability for 
different uses. The Australian tax has 
been criticized for failing in this respect, 
particularly for taxing land fit only for 
the raising of sheep at the same rate as 
land which ought properly to be utilized 
and settled more intensively. The reve- 
nue yield of such a tax will likely be 
small and will become even smaller if 
the tax achieves its objective and land 
holdings become ‘small enough to pass 
out of the taxable sphere.** Hence a 
progressive-rate tax on land is probably 
not as fiscally suitable for a poor coun- 
try as a flat-rate tax would be. An 
examination of the experience of Aus- 
tralia, both Commonwealth and state 
land taxes, and of New Zealand, a 
smaller and more homogeneous country 
where the land tax seems to have been 
more successful, particularly with re- 
gard to the many difficulties encoun- 
tered, might well repay anyone inter- 
ested in the potential use of graduated 
land taxes to foster land reform and eco- 
nomic development. The above brief 
survey of the federal land tax in Aus- 
tralia seems to show that, while the tax 
might be a useful adjunct to a land re- 
form program, it does not seem suitable 
as the pillar upon which to rest an en- 
tire plan of reform. 

27 In Australia the average yield of the land tax 
in its last years was well under 1 per cent of the 
total federal tax collections. Its eclipse was due not 
to a falling off in its own revenue yield but to a 
great increase in the need of the state for revenue, 


with most of the new revenue being obtained from 
the income tax. 
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From the President 


A resolution adopted at the New York Conference instructed the president 
to appoint a committee of three to prepare a Memorial Minute in honor of the 
late Oscar Leser, President of the Association in 1936-1937. Mr. Leser was an 
attorney and presided at the annual conference held in his home city of Balti- 
more, Maryland in 1937. The committee which I have appointed is composed 
of Albert W. Ward, Chairman, J. Harry Garmer (both of Baltimore) and 
Simeon E. Leland of Illinois, who was Mr. Leser’s immediate successor as Presi- 
dent of the Association. The New York resolution also provided for the dedica- 
tion of the Proceedings of the 1960 Conference to the memory of Oscar Leser. 


The Nominating Committee decided upon at the New York Conference 
consists of Past President J. L. Reuther, Chairman, Past President Stanley J. 
Bowers, U. C. Brown of Texas, Alan L. Gornick of Michigan and Allen Manvel 
of Washington, D. C. 


The Committee on Intergovernmental Fiscal Relations under the Chairman- 
ship of Alfred G. Buehler continues to be quite active. Several meetings of this 
committee have been held since the New York Conference. In response to a 
request from Al Buehler for additional names in the category of active state 
administrators, Russell M. Mack of Ohio and Clarence W. Lock of Michigan 
have been appointed and have accepted membership. 


James W. Martin of Kentucky asked to be relieved from duty as a member 
of the Committee on Cost of Tax Compliance and Administration. This request 
was granted and Lewis E. Lint of Iowa has accepted appointment to fill this 
vacancy. The committee’s chairman, Aaron K. Neeld of New Jersey, informs 
me that satisfactory progress is being made on a questionnaire, the results of 
which should provide a partial basis for arriving at a consensus. 


The Committee on Financing Public Education, under the chairmanship of 
Roger A. Freeman, will hold its final meeting on January 14, in Washington, 
D. C. The final report will appear in the Proceedings of the New York Con- 
ference. 

The Executive Committee will meet in Chicago January 16-17. In addition 
to the usual business the agenda will include such items as: adoption of a budget 
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for 1961; selection of a conference site for 1963; a full discussion of N.T.A. 
nomination. and election procedures; progress reports from the chairmen of the 
Local Arrangements and Program Committees for the Seattle (1961) Confer- 
ence; and a report from Stanley J. Bowers, Chairman of the Committee to deter- 
mine appropriate N.T.A. Research Projects. 


Plans for the Seattle Conference are developing in a highly satisfactory 
manner. William S. Schumacher, Chairman of the Washington State Tax Com- 
mission, has accepted appointment as Honorary Chairman of the Local Arrange- 
ments Committee and Edward J. Notske of Seattle has agreed to be Executive 
Chairman. Mrs. Schumacher and Mrs. Notske are working together on the 
program for the ladies. 


Leslie E. Carbert and Ronald B. Welch have agreed to serve as Co-Chairmen 
of the Program Committee. Others who accepted appointment on this com- 
mittee are: Ronald M. Burns, Provincial Treasury Department, Winnipeg; 
George P. Cheney, Pittsburgh Plate Glass Company; A. Stinson Coody, Jr., 
Trunkline Gas Company; Douglas H. Eldridge, U. S. Treasury Department; 
John A. Gronouski, Wisconsin Tax Commissioner; L. L. Leininger, Oklahoma 
Tax Commissioner; C. Ward Macy, University of Oregon; Clara Penniman, 
University of Wisconsin; Kenyon E. Poole, Northwestern University; John G. 
Schneider, Montgomery Ward and Company; Lawrence H. Seltzer, Wayne Uni- 
versity; and James H. Wilson, Jr., Attorney, Atlanta. This Committee will 
meet in Chicago on January 15, 1961. 


New appointees to the Editorial Advisory Board of the NatTionaL Tax 
JourNat will be announced in the March issue. It is indeed good news that 
accepted and prospective acceptable manuscripts have attained a magnitude 
making it desirable to increase the number of pages in the JouRNAL. The excel- 
lence of this publication continues to add to the prestige of N.T.A. Congratu- 
lations to Editor Lawrence E. Thompson, his staff and the Editorial Advisory 
Board. 


Finally, I wish to express my heartfelt thanks to all who have so willingly 
accepted responsibilities on the several committees and to the Executive Director 
and officers and members of the Executive Committee for assistance and advice. 
This cooperation makes the tasks associated with the position, to which you have 
honored me, both pleasant and manageable. 


Pau E. ALYEA 
President 
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From the Executive Director 


President Alyea has gone into the subject of committee activities and appoint- 
ments. All N.T.A. members are urged to read the foregoing “ Notes from the 
President ” as they refer directly and interestingly to the coming Seattle Con- 
ference, the important work of the current studies and matters affecting our 
publications—NaTIONAL Tax JouRNAL and the Proceedings of the Annual 
Conference. 


New York Proceedings 


The volume covering the New York Conference should be distributed among 
| the members earlier than usual. One reason is the Conference took place in early 
September, 1960. In going over the material which will appear in this publica- 
tion, I am led to believe it will make most informative, interesting and helpful 
reading to our membership. 


Long Distance Attendants at New York 


! The two registrants at the New York Conference who travelled the most 
miles to attend were Sakae Kishi of Tokyo, Japan and Aly El Shafei of Cairo, 
Egypt. Both are members of N.T.A. 


Seattle Conference 


In my contacts with members, I have been well pleased with the expressed 
intentions of many to attend the Conference to be held Labor Day week in 
Seattle, Washington. The personnel of the conference committees set forth in 
President Alyea’s notes gives assurance the conference will be a success both in 
technical program and in entertainment features. 


N.A.M. Conference 


The 65th Annual Conference of American Industry, under the auspices of 
the National Association of Manufacturers was held in New York, December 
7-9, 1960. 


The National Tax Association was significantly honored in that its Presi- 
dent, Paul E. Alyea, was not only invited as a guest but was given head table 
recognition. 
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Currie Leaving N.C. Department 

James S. Currie, known to many active N.T.A. members and conference 
attendants, will leave the North Carolina Revenue Department in January to 
become assistant to Treasurer R. B. Carpenter of the Carolina Power and Light 
Company, a corporate member of National Tax Association. 

An article in the Raleigh News and Observer evidences the high regard in 
which Jim was held by Governor Hodges, the regret of incoming Governor 
Terry Sanford at his decision to leave and the warm welcome of Mr. Carpenter 
to the new assignment Jim will assume in C.P. & L. Governor-elect Sanford 
says inter alia: “Currie has served North Carolina well. Under his capable 
guidance major revisions have been effected in the revenue laws of the State with 
efficiency and speed. He has made the complicated subject of taxation under- 
standable to the taxpaying public.” 

Jim will continue to reside in Raleigh and I predict he will continue to attend 


and participate in N.T.A. conferences. 


Carl Chatters 

The New York Times in an article dated December 14, transmitted to me by 
Secretary Mattersdorf, told of the passing of another prominent member and 
active participant in N.T.A. Conferences. Carl H. Chatters, until recently City 
Controller of Chicago, died on December 13. Among his many activities were 
Executive Director of the Municipal Finance Officers Association of the United 
States and Canada, 1932-45, and Chief of the Public Finance Branch of the 
Office of Military Government for Germany in 1946. Later he was consultant 
to our State Department there. 

Carl will be mourned and missed by his many friends in N.T.A. 


Membership 

I am glad to report that interest in N.T.A. membership is on the upswing. 
Personal contacts mean so much in securing members that I must again respect- 
fully solicit your help in getting your friends and associates in any of the several 
categories as shown on the attached card to 


JOIN N.T.A. NOW 
PLEASE USE THE ATTACHED CARD. 


WALTER J. Kress 
Executive Director 





A Gappy and Prosperous New Year 
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NATIONAL TAX ASSOCIATION 


Organized 1907—Incorporated 1930 


OBJECT. The National Tax Association is a non-political, non-sectarian, 
educational tion. Its object, as stated in its certificate of 


and non- q 


is to educate and benefit its members and others 


PUBLICATIONS. The NaTionaL Tax JourNat is published in 
PROCEEDINGS of the annual vo eta on 


a es) ont Decwnbes. 
are 

JOURNAL the 

the price of the Journat is $5.00 
PROCEEDINGS vary; that of the 1 


soon after the 
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Paut E, Arrza, University of Alabama, Tuscaloosa, President 
I “se 


Ons W. 


» South Carolina Tax 


Columbia, Vice President 


Leo Matrersporr, Leo Mattersdorf & Co., New York, Secretary 
Lez P. Muuzs, Citizens Fidelity Bank and Trust Company, Louisville, Treasurer 


EXECUTIVE COMMITTEE 


The above officers ex-officio, the two ex-presidents who have last held office, 
fifteen elected members, and two honorary members 


Elected Members 


Mavaice Baocan, Northwestern Bell Telephone 
Company, Omaha 

Tomas A. Byane, City Tax Commissioner, Mil- 
waukee 


F. E. Gueacn, Chesapeake & Ohio Railway Co., 
Richmond 

Hanotp M. Groves, University of Wisconsin, 
Madison 

Wruam Kuvestey, New Jersey Division of Taxa- 
tion, Trenton 

L. L. Lenemcea, Oklahoma Tax Commission, 
Oklahoma City 

E. L. Maywaap, Illinois Dept. of Revenue, Chicago 


Ex-Presidents 
Water W. Watsn, Hawkins, Delafield & Wood, 
New York 


Sranztey J. Bowens, Ohio Tax Commissioner, Co- 


Mrza, Continental Illinois National 
Bank and Trust Company of g 
Josern H. Muanpuy, New York Dept. of Taxation 

and Finance, Albany 4 
Wru1am D. Ross, Louisiana State University, Baton 


Rouge 
Louts Scuneren, E. I. du Pont de Nemours & Co., 


Donarp C. 


Lawrence E. THompson, Harvard University, 
Boston 


Joun A. Voapeaman, Texaco Inc., Houston 
Txeonore K. Waanen, Jx., Pennsylvania Railrosd 


Company, Philadelphia 
Joun A. Wi11ams, Missouri Tax Commission, Jef- 
ferson City 
Honorary Members 
Pum T. Crarx, Comptroller of Revenue, Prov- 


ince of Ontagio, Toronto 
Craupe .M. Ispisren, Asst. Deputy Minister of Fi- 
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